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FOREWORD 


ECIL RHODES always called money “the needful”, In any country 
in which men are free to choose their own work and their own 
consumer goods, it is the life blood of all economic activity and, if any- 
thing goes wrong with its flow and distribution, society itself sickens. 
Though I am no economist, a study of British social history during 
and after the Industrial Revolution, with its recurrent spells of simul- 
taneous under-production and mass unemployment, has convinced me 
that, for all its technical excellence, our traditional financial system 
has never solved the problem of how, given the mechanical means 
to multiply goods with unprecedented rapidity, purchasing-power can 
be created at a sufficiently rapid and accurate rate to ensure full pro- 
duction and full employment without the disasters of either inflation 
or deflation. To realize this one has only to ask what would happen 
if, through the exploitation of atomic energy, all those goods, which 
at present hundreds of millions are paid wages for making, could be 
made without that labour and merely through the supervision of a 
few thousand skilled engineers. How under the existing system of 
distributing—and creating—purchasing-power would the public 
acquire the money to buy the products of the new atomic machinery 
and so keep it producing? There would obviously be a complete 
economic breakdown, unless either resort was had to totalitarian 
methods or a new mechanism was devised for creating and distributing 
a sufficiency of purchasing-power among free men. 

For what is it that alone creates full employment under a free 
system?—that keeps farms and factories in full production? It is not 
State-control and State-direction, as under a totalitarian system. It is 
purchasing-power, in other words money. Money is the elastic 
instrument by whi-a free men translate their needs into the produc- 
tion of the goods they require. The proper flow and distribution of 
money is, therefore, vital if a free society is to operate properly. If 
in a free society anything goes wrong with its financial system, every- 
thing else will go wrong and freedom itself will be brought into dis- 


repute and endangered. During the nineteenth century it went wrong 
in ours, with a resultant decline in liberty in the twentieth century, 
and it is still, despite our efforts to improve it, not functioning 
properly. Both the inflation of the past decade and the recurrence 
of unemployment are signs that it is not doing so. 

To find out why seems the first duty of anyone who wishes to 
preserve freedom. If we cannot do so now that a second industrial 
revolution is about to create the means of multiplying goods far more 
rapidly than ever before, freedom in Britain may perish at the hands 
of totalitarian “saviours” as it has perished in so many other lands. 
For this reason I welcome the book which Desmond Allhusen and 
Edward Holloway have written. 


ARTHUR BRYANT. 


PREFACE TO THE SECOND EDITION 


O” REASON FOR WRITING this book—first published in May 1959 
—was that we believed that the time had come for some plain 
speaking about our monetary system. We were convinced that unless 
certain reforms were carried out our rate of economic progress would 
slow down and that other countries would draw ahead. At the time 
many doubtless thought that we were being unduly pessimistic; but 
today, barely eighteen months later, few will wish to deny that our 
apprehensions were fully justified. 

In preparing our Second Edition we have had the benefit of the 
up-to-date and exhaustive review of the monetary system provided 
by the Radcliffe Report, and we have therefore made extensive addi- 
tions to our chapter headed “What Money Is”. The Report leaves 
no room for dispute about the manner in which the system works, 
or for doubt about the damage which it has inflicted on our more 
progressive industries. But where the Report is disappointing is 
that, having described so clearly the nature of the problem, the 
authors confess that they are unable to offer a complete solution— 
one that would “constitute real protection” of the currency. They 
admit however that the kind of solution they were looking for was 
one which would be “fitting to the view we have taken as to how 
the monetary system works”. 

In conducting our own search for a solution we have seen no 
reason to confine ourselves to the limits set by the present system; 
our only object was to find the right one. We have therefore made 
no change in the proposals for reform which we put forward in our 
first edition, and we believe that the Radcliffe Report has decisively 
confirmed that they are necessary. 


DESMOND ALLHUSEN, 
EpwarD HOoLLoway. 


1st October, 1960. 
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CHAPTER ONE 
THE BACKGROUND 


VERY AGE HAS ITS particular problem, and as soon as one is 

settled another appears and takes its place. In the sixteenth 
and seventeenth centuries the whole of Europe argued and fought 
about religion, and when at last our ancestors decided that it was 
possible to live in peace with neighbours who went to a different 
church, the stage was cleared for the long struggle between hereditary 
rule and democracy. This struggle began in France in the eighteenth 
century and finished in Russia in the twentieth, and although many 
countries are further than ever from the freedom they sought, in 
theory at least the issue has been settled. Even the most ruthless 
dictators pay lip-service to the idea of democracy and solemnly go 
through the farce of holding elections which deceive nobody, least 
of all those who take part in them. 

Although as yet few have recognized it for what it is, the issue 
which our generation must decide has now arrived. Its appearance 
is alarmingly deceptive, and at first sight it seems hardly worthy to 
rank beside the great issues of the past. All that we can see is that 
the application of scientific discoveries to production has made it 
possible for one man to do the work for which formerly ten, or fifty, 
or in some cases even a hundred were required. The latest report 
of the Director General of the International Labour Office tells us 
that technological advance is taking place faster than had been antici- 
pated, and the papers talk about the second industrial revolution. 
But outside business and trade union circles remarkably little interest 
has been shown in the matter, and even economists and politicians 
hardly appear to have noticed it. But if we look a little further, and 
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try to picture the kind of future to which these developments are 
leading us, it soon becomes unpleasantly clear that something very 
important indeed is happening and that it is going to affect not only 
business men and trade unionists, economists and politicians, but all 
our generation and the generations to follow. 

Men who have the gift of seeing further than others have already 
warned us what to expect. Sir Winston Churchill, who saw the war 
coming ten years before the rest of us, has stated his belief that we 
are faced by a choice between two alternatives: measureless reward 
or supreme disaster. These are strong and uncompromising words. 
It would be pleasanter to believe that even if we fail to reap the full 
reward we might at least be allowed to enjoy some of it, and that 
in any case we need be no worse off than we are now. But un- 
fortunately the facts are on Sir Winston’s side, and they confirm that 
there are not three alternatives, but only two. For the truth, how- 
ever uncomfortable it may be, is this: if we fail to take advantage 
of the opportunity which is being offered to us, it will not only mean 
denying ourselves a number of things which we would like to have; 
it will mean announcing to the world our failure to pass the tradi- 
tional test which every thing and everybody must pass if they are to 
survive: the test of adaptability. 

The law which governs survival may appear harsh, but at least 
it is perfectly clear. Species, races, classes and institutions must 
either learn to adapt themselves to changing conditions or stand 
down and make way for others who can. The penalty for failure 
remains what it has always been, extinction. What the International 
Labour Office Report means is that the time has now come to make 
our choice: to decide whether we will welcome the opportunity to 
raise our standard of living to new heights, or stand aside while 
others seize it and take our place. There is no time to lose. In 1958 
Mr. Macmillan made this very clear. “Because the quick road of 
military victory has been closed to the potential aggressor, the contest 
between these world groupings has been turned into other chan- 
nels... The material achievements of communism, backed by the 


10 


The Background 


vast resources which can be ruthlessly directed without regard to the 
real wishes of their own peoples, have indeed been remarkable. If 
our way of life is to survive and spread and vitalize, we must offer 
prosperity as well as freedom.” We will let Mr, Krushchev continue: 
“We are convinced that our ideas will triumph. It is not war, how- 
ever, but a higher standard of living under Socialism and a higher 
level of culture, science and art, of everything required for life and 
not for death, that will bring victory to these ideas. Hydrogen bombs 
and rockets are powerless against this; no number of Atlantic or 
Baghdad Pacts can stem the propagation of the ideas of scientific 
communism... When everyone sees that people in Socialist coun- 
tries live well, . . . when people see that science develops faster and 
more successfully in these countries, that everyone can have a higher 
education and finds application for his abilities in any sphere of 
mental or physical labour, that people enjoy every material benefit; 
when they see that as a result of the higher productivity of labour 
and the shorter working day man will have increasingly more free 
time to develop his talents and to take up the arts according to his 
inclination, then only an idiot, pardon the word, will oppose this”.* 

If Krushchev is right, and it is true that the Russians are about 
to enjoy the full benefit of scientific production, it can only mean 
that they have solved a problem which is still defeating us: not the 
problem of production, but the far more intractable one of distri- 
bution. For the plain truth is that we have not yet discovered how 
to distribute fully and without interruption the goods which our 
present industrial equipment enables us to produce. Goods are dis- 
tributed by means of money—we sell them and buy them—but as 
soon as we reach a state of full production, which means full employ- 
ment, our money begins to cause trouble and we have to slow down. 

Briefly, what happens is this. Full employment means that 
there is plenty of money about: business is therefore good and there 
is a keen demand for labour. But as everybody has already got a 
job, the effect of this demand is to drive up wages. These in turn 


* Interview with The Times Foreign Editor, Soviet News, February 17th, 1958. 


II 


Money: The Decisive Factor 


drive up prices, and before long the familiar signs of inflation begin 
to appear. If it is allowed to continue unchecked the whole economy 
becomes distorted and there will eventually be a break-down. It is 
a story which we know too well for there to be any question of dis- 
agreement about the facts. Even the political parties agree that left 
to itself full employment will lead to inflation; they only disagree 
when they start to tell us what we should do about it. 

But, it may be asked, what possible reason is there to believe 
that the Russians will be any more successful than we have been in 
solving the problem of distribution? The answer depends on the 
exact nature of the problem. We must remember that dictators can 
do a great many things which are forbidden to democratic govern- 
ments, Slavery is not a happy state, and slaves are not to be envied, 
but there may well be times when the slave owner has an advantage 
over the employer of free labour. He can, for instance, afford to 
ignore his slaves’ superstitions and taboos and can say what nobody 
else would even dare whisper: that instead of the miraculous creature 
that she is supposed to be, the sacred cow is nothing but an ordinary 
old heifer, and that if she doesn’t give enough milk, they should get 
rid of her and find a better one. But there is no reason why free 
men should not be able to see all this just as clearly. All that is 
necessary is that they should do a little thinking. If they did that, 
they might even find that they were freer than before. 

As the problem of distribution now occupies the centre of the 
stage, it is interesting to compare the solutions which the political 
parties offer us. The Conservative plan for dealing with inflation 
when it appears is to allow production to slip back a little until the 
pressure has eased off: to take the kettle off the boil and allow it to 
cool down before putting it on again. “When resources have been 
overstrained,” says Mr. Heathcoat Amory, Chancellor of the Ex- 
chequer, “a period of consolidation is necessary before a steady rate 
of expansion can be safely resumed. That is the period we are going 
through now, and I believe that we are getting through it well, and 
that it need not be long before our production, employment and 
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exports are moving ahead again.” But when he says that our resources 
have been overstrained, it is clear that Mr. Amory does not really 
mean that the machinery in our factories is breaking down and that 
the men looking after them are worn out; what he apparently means 
is that our system of distribution has been given a bigger load than 
it can carry. He sums up the Conservative policy thus: “Our resolve 
is to ensure that we guide the country between the dangers of inflation 
and deflation.”* Thus they accept the present situation and will try 
to make the best of it, but they admit that they have not discovered 
how to keep all our factories working at full capacity, and they 
make no claim to have solved the problem of distribution, even in 
its present form. We may well wonder what they would do if they 
were confronted with it in the form in which it will appear tomorrow. 

The Socialists’ solution is equally simple but entirely different. 
They propose to put full employment and full production first and 
to allow nothing to interfere with them; when inflation appears they 
rely on their armoury of controls to prevent it doing too much harm. 
They believe in fact that they can keep the kettle permanently on 
the boil but prevent it boiling over and putting the fire out. “Plan 
for Progress”, published in 1958, tells us how they propose to do it. 
“The choice before us is clear. We can either continue along our 
present path, alternately seeking safety by damping down the forces 
of growth, and making short-lived dashes for ‘freedom’, which end 
in disaster. Or else we can take to the high-road of sustained expan- 
sion, planning to achieve higher investment and full employment, 
along with more stable prices and a strong balance of payments. The 
second way is impossible under a Tory Government. For they would 
have to throw overboard their prejudice against planning and con- 
trols.” So the Socialists make no secret of their reliance on controls 
and they admit that they are prepared if necessary to go to consider- 
able lengths. “The second thing which the Government must do is 
to attempt to call a halt to the cost-price spiral... to achieve it might 
require in the first place somewhat exceptional action on the part of the 


* Blackpool, October 10th, 1958. 
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Government, but this would be justified if it delayed the translation 
of rising costs into higher prices . . . a Labour Government would 
not be constrained by doctrinaire considerations as the Tories have 
been from doing everything possible to achieve such a price halt”. 
Again, “There is no single type of control which offers a panacea to 
all our problems. Budgetary and monetary policies, direct controls 
and public ownership, persuasion and publicity, are all techniques 
we shall use with equal readiness whenever appropriate. What matters 
is not so much the techniques themselves, but the will to make them 
effective. It is essential to have a Government that will not be 
deterred, either by fear of vested interests or by some ideological 
mind barrier, from doing what is in the national interest”. Thus 
the Socialists’ policy can be summed up by the single word control. 
It was not, however, a word which appealed to the electors. 

By continually emphasizing their reliance on controls, the 
Socialists admit that they have been no more successful than the 
Conservatives in solving the underlying problem of distribution; if 
they had, there would be no need for controls, Whether the controls 
would work or not is another matter, and all that anybody can say 
for certain is that last time the Socialists were in power they did 
not. Even the elaborate apparatus of war-time controls which they 
had at their disposal did not prevent prices soaring. There are in 
fact powerful reasons for doubting whether their solution of the 
problem would be any more successful than it was before, and as 
long as any doubt remains about our ability to distribute the present 
output of our factories without wrecking the economy, it is folly to 
imagine that we are going to distribute it when it increases tenfold. 
For that is the least we must be prepared for. It would be wiser and 
more honest to admit that we have not yet discovered how to dis- 
tribute the goods which the first industrial revolution taught us to 
make, and that the second one has caught us unprepared. 

It is interesting to compare the Socialist literature of today with 
that of fifty years ago. In those days Socialists based their case 
almost exclusively on the fact, which was difficult to deny, that the 
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rich were too rich and the poor too poor. They paid little attention 
to the failure to produce as much as possible, and thereby to provide 
work for everybody, and concentrated on the failure to distribute 
equally the vast quantity of wealth already in existence. They 
argued that the way to put things right was to transfer the ownership 
of capital to the State. At the time this was a very good argument, 
but it is no longer as good as it was. There are two reasons for this. 
First, high taxes and wages have between them changed the old 
picture of the distribution of wealth out of all recognition, and 
nationalisation has not been a success. And secondly, Russia has let 
the Socialists down very badly. For they always assumed that when 
the state became the owner of a country’s capital—‘“‘the means of pro- 
duction, distribution and exchange”—it would share out the income 
which they produced more or less equally among the citizens, But 
nobody can still pretend that this, or anything like it, has happened 
in Russia. 

Now that nationalisation has largely lost its appeal, the Socialists 
have rebuilt their policy on full employment. “Plan for Progress” 
gives a list of “Britain’s real economic objectives” drawn up by the 
General Council of the Trade Union Congress. The first is “preserv- 
ing full employment”: everything else comes after. At elections their 
best slogan is “Vote Tory and lose your job”; it is a very effective 
one. For the words “lose your job” are about the worst that a work- 
ing man can hear; if his job goes, pretty well everything he values 
goes with it. But full employment means full production, which in 
turn means full distribution, since nobody could afford to pay men 
to produce goods which remained unsold. - Thus if the flaw in the 
system of distribution could be discovered and removed, not only 
would the Socialists have to find a new slogan: they would have to 
find a new policy. There would not be very much of their present 
one left. 

This flaw in distribution and the unemployment which it has 
caused in the past, and is to some extent causing today, have already 
brought private enterprise within measurable distance of disaster. 
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Ever since the nineteen twenties working men have been taught to 
identify private enterprise, or capitalism as the Socialists call it, with 
unemployment. In the twenties the Socialists’ favourite slogan was 
“There is no unemployment in Soviet Russia”. Nobody had the 
least idea what was really happening in Russia, but everybody knew 
that there was a great deal of unemployment in Britain. It was no 
use pointing out that in a country like Britain, which depended on 
foreign trade, nationalization was a far greater danger to employment 
than private enterprise could ever be. To the voters in the industrial 
areas it was simply a case of choosing between an evil which they 
knew and feared and the promise of a workers’ paradise where there 
would always be jobs for everybody. The choice was not difficult. 

Even if the unemployment after the first war had been the 
first we had experienced it is doubtful if the result would have been 
different, but it was common knowledge that for a long time past we 
had suffered from recurring depressions and unemployment. In fact 
the old familiar sequence of boom and slump, known as the Trade 
Cycle, had almost come to be accepted as part of the natural order 
of things, and even some economists believed that it was caused by 
spots on the sun. But now all the Socialists had to do was to point 
to Russia: there, they declared, was the proof that the whole cause 
of slumps and unemployment was the capitalist system, and nothing 
else. 

The unemployment between the wars has left bitter memories 
in the industrial areas, and the fear that it may return is real enough. 
The Socialists’ policy is increasingly based on this fear, and in times 
of full employment they make every possible effort to keep it alive. 
And whenever a patch of unemployment appears their leaders can 
barely conceal their joy as they hasten to seize the opportunity to 
present themselves as the champions of the workless. Unemployment 
is grist to the Socialist mill. “But what I say”—Mr, Gaitskell is 
speaking—“and say emphatically, is that this unemployment and 
decline in production, which has ‘brought hardship to some and 
anxiety and losses to many, was and is totally unnecessary. I say, 
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secondly, that it is most definitely the result of the Tory Govern- 
ment’s policies . . . the responsibility of the Government is indeed 
beyond all doubt. Excuses, evasions, and buckets of whitewash, 
however professionally applied by their paid advertising agents, can- 
not conceal the guilt of the Tories for the unemployment and the 
slack in Britain’s economy today”. 

If there is any unemployment now while the problem of distribu- 
tion is still in its infancy, what is going to happen when we are faced 
with a tenfold increase in our potential output? If we continue to 
distribute goods on the present scale, but with one man producing as 
much as ten produce now, it will mean that the other nine will lose 
their jobs; and it may well be a case of one man replacing not ten, 
but a hundred. We have seen that the problem of distribution is 
simply that of avoiding a periodical restriction of output, or in other 
words, a slump. If we could live in a state of permanent boom there 
would be nothing to worry about, but as booms generate inflation, 
which could eventually lead to the collapse of the economy, we have 
come to accept slumps as being the lesser of the two evils. Thus 
the problem of distribution appears to be no more than the familiar 
one of the Trade Cycle. 

Although a great deal has been written and said about this prob- 
lem, it has not been solved. A number of solutions have been put 
forward, and at the moment it is possible to distinguish at least half 
a dozen different ones. As usual the economists are unable to agree; 
we no longer expect them to. Their disagreements have become a 
joke. It used to be said that if twelve economists were present, and 
one of them happened to be Lord Keynes, then there were certain 
to be at least thirteen opinions. But however amusing the spectacle 
of academic discord may be, it is none the less a sign that something 
is wrong. It is not that economists are exceptionally difficult men 
who take a perverse delight in disagreement; the trouble is that they 
have chosen a subject which is not merely difficult, but one that stub- 
bornly resists all attempts to reduce it to some sort of order. They 
patiently amass vast quantities of facts, but as soon as they start to 
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build a theory which would make sense, the facts begin to play tricks, 
and before they know where they are the foundations on which they 
are building seem to give way. Nothing, it seems, can be relied upon 
to stay put, and they find that they are building on a quicksand. 

Some economists make no secret of their difficulty in finding 
solid ground on which to build. For instance, introducing their 
“Essentials of Economics”, Professors Hague and Stonier say: “The 
only way in which it is possible to provide a simple outline of the 
fundamental features and problems of the modern economy is by 
following the traditional methods of ‘deductive’ economic analysis. 
One must use observation and common sense to determine what are 
the most important facts in any situation which one wishes to explain. 
One must then proceed from assumptions about these underlying 
facts to draw generally applicable conclusions. In doing this, how- 
ever, one can do little more than rely on the assumptions that have 
become generally accepted by economists”. Which in less academic 
language appears to mean that, even where the very essentials of the 
subject are concerned, it is still necessary to rely on something which 
sounds uncommonly like guesswork; and even experts cannot all be 
expected to guess alike. 

The latest report from the economists is not very encouraging. 
“Back in the good old days,” writes Professor Samuelson, “before 
the industrial revolution had developed our tremendous technology, 
there were often periodic famines ... Millions died as a result of 
floods, droughts, or other easily recognized natural catastrophes. 
Everyone knew the cause of disasters, but nobody could do much 
about them. Today it is just the opposite. Now we know how to 
produce a fair abundance of goods, but we are subject to periodic 
depressions of obscure causation,’”’* 

The Trade Cycle is the weak spot of private enterprise, its 
Achilles Heel. There is no doubt that it is now the Socialists’ most 
powerful ally, and if we do not master it soon it may well prove to 
be an even more powerful ally of the Communists. Economically 


© By permission from ' Peonemn An Introductory Analysis” by Paul A. Samuelson, 1958. 
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they are in the same camp as the Socialists, and they never cease to 
point this out. “Communism”, they say, “is only Socialism with its 
working clothes on.” Their tactics are to push the Socialists further 
than they wish to go. They concentrate their efforts in the industrial 
areas: a Communist directive lays down that “The factories are 
decisive for every advance. The factories are the heart not only of 
the immediate struggle, but of the advance to Socialism.” 

The central theme of Communist propaganda in the industrial 
areas is that the internal contradictions of capitalism render it in- 
capable of delivering the goods, and that sooner or later it must inevit- 
ably break down. If mass unemployment should come again, and 
if at the same time British workers on the dole should see that the 
Russians were not only fully employed, but that they were allowed 
to enjoy at least part of the benefit of what they produced, then the 
supreme disaster of which Sir Winston Churchill warned us would 
have come appreciably nearer. 

Considering how much has been written about the Trade Cycle, 
it seems strange that more people have not taken the trouble to find 
out when it began. We appear to take it for granted, as our parents 
did before us; and if by chance we should happen to remember that 
our grandparents did so too, we are probably content to leave it at 
that. But if it should occur to us to look a little further, and to ask 
what our great-grandparents thought about it, then in all probability 
the answer would be that they had never even heard of it. If they 
had lived in the depth of the country, where the currents of trade 
barely reached, this is of course the answer that we would expect; 
but it is equally possible that people who lived in some busy com- 
mercial centre had never heard of it either. Perhaps some of these 
great-grandparents met Adam Smith. He of all men was in a posi- 
tion to know what was going on. He filled four volumes of the 
‘Wealth of Nations’ with a survey of the economic conditions of the 
day, and he never as much as mentioned the Trade Cycle, or any- 
thing resembling it. 

In Adam Smith’s day public ownership had not yet appeared 
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above the horizon, so there was no question of defending private enter- 
prise against it. The only threat came from the interference of well- 
meaning kings and governments who imagined that they were in- 
creasing their countries’ wealth when in fact they were doing exactly 
the opposite. He described the economic system as he saw it, and 
apart from the various forms of interference which he vigorously 
attacked, he clearly regarded it as being part of the natural order of 
things. But however natural it all seemed to him, the picture which he 
gives sometimes appears so strange to modern eyes, so remote from 
everything we see around us, that we might begin to wonder whether 
we were reading a piece of space fiction instead of an economic classic. 

It is worth stopping to look at Adam Smith’s picture of private 
enterprise at work. The scene which he describes is a busy and 
colourful one. On every side men were building up businesses and 
making fortunes, while the whole community appeared to benefit 
from their success. The motive-power of all this activity was “the 
desire of bettering our conditions”. 1t was, he said, “a desire which, 
though generally calm and dispassionate, comes with us from the 
womb, and never leaves till we go into the grave. In the whole 
interval which separates those two moments, there is scarce a single 
instance in which any man is so perfectly and completely satisfied 
with his situation as to be without any wish of alteration or improve- 
ment of any kind. An augmentation of fortune is the means by 
which the greater part of men propose and wish to better their con- 
dition.” 

Adam Smith then goes on to describe the various steps which 
lead to wealth. “The most likely way of augmenting their fortune 
is to save and accumulate some part of what they acquire.” There 
is certainly an old-fashioned sound about this, for it clearly means 
that most men made their money by practising the homely virtues 
of industry and thrift. He realized however that even these were 
not always enough, and that when a man had saved his money he 
must invest it wisely. “Whatever a person saves from his revenue 
he adds to his capital, and either employs it himself in maintaining 
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an additional number of productive hands, or enables some other 
person to do. so, by lending it to him for an interest, that is, for a 
share of the profits.” That is, he invests it; and if he does not keep 
his wits about him he will lose it. All the industry and thrift in the 
world are not going to save him if he makes a bad investment, or 
picks, as Adam Smith would say, “an injudicious and unsuccessful 
project”. But if a man was lucky enough to possess good judgment 
as well as the more solid qualities, then nothing could stop him 
making a fortune. 

It is clear that Adam Smith knew nothing about any short cuts 
to fortune. “As the capital of an individual can be increased only by 
what he saves from his annual revenue or his annual gains, so the 
capital of a society, which is the same as that of all the individuals 
which compose it, can be increased only in the same manner.” The 
only way, whether for the individual or the country, was to work 
hard and to save. They depended alike on “the uniform, constant 
and uninterrupted effort of every man to better his condition”: pro- 
vided it was not interfered with, it could be relied on “to maintain 
the natural progress of things towards improvement.” 

Things have certainly changed, and not, it seems for the better. 
There are now plenty of short cuts to fortune: industry and thrift 
are no longer essential. Nor is it always the case that a new fortune 
means an addition to the wealth of the community; it is just as likely 
to be made by subtracting from it. For every rich man who has made 
a genuine contribution to the country’s wealth, there are probably a 
dozen who have done no more than divert some of it into their own 
pockets. It is not, as might be supposed, that the acquisitive instinct 
is more highly developed now than it was then, since it was this very 
instinct which supplied the motive power of the system. However 
strange it may seem, the more grasping a man was, the more likely 
he was to help his neighbours. “It is not from the benevolence of 
the butcher, the brewer, or the baker, that we expect our dinner, but 
from their regard of their own interests. We address ourselves, not 
to their humanity, but to their self-love”. 
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It is curious to think that there was a time when the profit motive 
was the Fairy Godmother who provided all the good things of life, 
instead of the wicked ogre who spends his time robbing the poor. 
Everything, it seems, has been turned upside down, and the rules 
which had been accepted since civilization began have now been 
rejected, There has clearly been a revolution in our ideas. But what 
has caused it? 

In the latter part of the eighteenth century the national wealth 
of Britain was increasing rapidly. Men were making fortunes and 
founding families, and they were not cursed by the periodical 
depressions with which we are so familiar. But it would be far 
from the truth to say that everybody could join in the merry game 
of money-making. Most men were too poor to put up the necessary 
stake; their poverty denied them a chance to get their feet on the 
ladder. The fortunate few managed somehow or other to get a start, 
but the great majority had no means of improving their lot. All that 
they could hope for was that in the course of time they would benefit 
from the prosperity of others. Thus however dazzling the oppor- 
tunities which private enterprise might offer to those who could take 
advantage of them, they were not for the poor. It was the hopeless- 
ness of their situation which caused humanitarians like Robert Owen 
to turn to Socialism as the only solution: the only means of escape 
from the frustration of self-perpetuating poverty. 

If Robert Owen were to return today it is extremely unlikely 
that he would be a Socialist. He began life as a penniless shop 
assistant in Wales; but he was lucky enough to get a start, and as he 
never missed an opportunity, before he was very old he was a rich 
mill owner. He therefore knew that all that a good man needed was 
a chance to get his foot on the ladder. It would be interesting to 
know what he thought of the opportunities which working men are 
getting today. The latest figures show that the country is spending 
£1,031 million a year on tobacco and £941 million on drink, while 
ten million people send in football pool coupons every week. The 
statistics show that the average family is spending two pounds twelve 
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shillings a week on tobacco and drink—more than they spend on 
housing, fuel and light together—so it would be possible for them to 
enjoy a few cigarettes a day and a pint of beer and still save a clear 
hundred pounds a year. Money which is invested at compound inter- 
est increases very rapidly, and even if it no longer doubles itself in 
seven years, it would not be long before the family had a thousand 
pounds of capital. They would certainly have got their feet on the 
ladder. 

There are, of course, plenty of enterprising young men who 
save up and start their own businesses, perhaps in company with 
friends who have the same idea. Others save and invest their money 
in stocks and shares, and if they are lucky they may do very well. 
But for everybody who saves, there are probably a dozen who say 
“What is the good? If I put my money into gilt-edged, every time 
the pound falls the real value of my investment falls too. The pound 
has lost two thirds of its value in twenty years, and how do I know 
that it isn’t going to lose more? No, I am not going to risk my 
money in gilt-edged! And if I put it into ordinary shares, along 
comes a slump, and before I know where I am I have lost half, if not 
more. And if I start a little business of my own, when a slump comes 
I will very likely lose the lot. Never mind what grandfather says; 
today investment is a mug’s game! I’m going to get something for 
my money, and enjoy myself while I have got the chance!” 

It would not be easy to answer these objections. Every one of 
them is justified. But in Adam Smith’s day it would never have 
occurred to anybody to make them. In a world where everything 
else was changing, the one thing which people relied on not to change 
was money. Trade was at the best a risky business; even firms of 
long standing were largely at the mercy of taste and fashion, while 
there was always the danger that some new discovery might put them 
out of business. But the one thing which never let them down was 
money. It was the foundation on which they built; and as there was 
no reason to doubt its stability, business men were free to give their 
whole attention to the difficult problem of acquiring it. 
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When a man felt the pull of “the desire to better his condition” 
he began by saving money. When he had done that, he set out to 
find something which his neighbours wanted and would be willing 
to pay for. When he found it, all that he had to do was to supply 
it. It thus happened that there were always a large number of men 
on the look-out for new needs to supply. In fact they ransacked the 
whole world for new products to put on the market. Thus an endless 
stream of new manufactured goods and foreign produce flowed into 
the shops, and the standard of living rose steadily. Men with enter- 
prise and ambition, and everybody who had money to spend, must 
have found the world a very satisfactory place. If the wage-earners 
had also been given a chance to compete for the prizes, it is difficult 
to believe that anybody would have wished to change it. 

Today there are few who cannot compete if they wish to, but 
many decide that the business is too risky to be worth bothering 
about, while even the prizes seem hardly worth having. They there- 
fore turn their attention in other directions, often to the inviting 
alternative which the Socialists offer: that instead of trying to build 
up capital for themselves they should be allowed to share what others 
have built up. Frustration has produced its inevitable effect. The 
answer is surely to remove the cause of the frustration and again make 
it possible for every man who is worth anything to win a decent prize 
in life, and what is more, to keep it. Wages are high enough to give 
everybody a chance; all that we need is money in which we can have 
confidence. Given both these things, the political scene might soon 
be changed out of all recognition. 

After more than a century and a half of alleged progress, it is 
difficult to understand why, where money is concerned, we seem to 
be noticeably less successful than our ancestors. What has gone 
wrong? If this question were only of academic interest, we could 
afford to be content with the conventional answer which nobody 
would find embarrassing: it generally goes like this, In the 
eighteenth century the economy was not as highly developed, and 
therefore as complex, as it is today, and it is therefore only natural 


24 


The Background 


that it possessed those advantages which the simpler organism may 
be expected to have over the more advanced one. For instance a 
sailing ship was less likely to break down than a steam ship. But as 
the economy moved forward to a more advanced stage it suffered the 
inevitable penalties of progress, and money had its full share of them. 

This answer may sound plausible enough, but unfortunately it 
is not true. It was not the case that the stable economy which Adam 
Smith described yielded gradually before the march of progress. It 
was the victim of attack and subversion from without, and its destruc- 
tion was accomplished in the course of a few years. It disappeared 
while the sailing ship was still in its hey-day, and for that matter the 
stage coach as well. We have seen how the whole economy rested 
on a foundation of sound money. The greater part of it was gold: 
the number of bank notes in circulation was comparatively small, and 
as they were redeemable in gold, it was only the gold which counted. 
When the Napoleonic Wars began England became the Paymaster of 
the Grand Alliance and the gold was needed. As in 1914 it was with- 
drawn from circulation and replaced by paper. There was a rhyme 
about it: 


“Of Augustus and Rome the poets still warble, 
How he found it of brick and left it of marble. 
So of Pitt and of England men say without vapour, 
That he found it of gold and left it of paper.” 


The cause of the trouble was not the fact that the new money 
was made of paper, but that, as paper was cheap, there was no longer 
any limit to the amount that could be issued. “Multitudes of miser- 
able shop keepers in the country, grocers, tailors, drapers, started up 
like mushrooms and turned bankers and issued their notes, inundating 
the country with their miserable rags. Burke says that when he came 
to England, in 1750, there were not twelve bankers out of London. 
In 1793 there were nearly four hundred.”* Even if the supply had 


* Macleod: “Theory and Practice of Banking’. 
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been kept within some sort of limit, the fact that interest was being 
paid on all these notes would have been enough to cause trouble; 
but there was apparently no limit of any kind, and the result was a 
flood of paper money. The pound rapidly lost half its value, and 
the familiar effects of inflation began to appear. Thus in the course 
of a few years the economic scene changed from that which Adam 
Smith described to one bearing an unmistakable resemblance to our 
own. Nobody even questioned that the new paper money was res- 
ponsible for the change. When the war ended the gold standard was. 
restored, but as a large amount of paper money remained in existence 
the sequence of booms and slumps known as the Trade Cycle began: 
or to be more accurate it began again. As we shall see, it was the 
inevitable result of the introduction of the new money. 

There is no mystery about the Trade Cycle. It is a phenomenon 
of monetary origin, and if we wish to understand it, the first thing 
we have to do is to learn something about money. This is not a 
thing which appeared ready-made in the modern world. It is the 
product of a long process of evolution which is not yet finished, and 
the only way to understand what is happening is to know something 
about the story. It is moreover no use beginning, as many do, at the 
last chapter: rather than that, it would be better to leave the whole 
thing alone. For with money it is very much the case that a little 
knowledge is a dangerous thing. It has always been the custom for 
writers of economic textbooks to deal exhaustively with some of the 
facts but to turn a blind eye on others; and as those which they 
prefer not to mention are essential to a real understanding of the 
subject, the picture which they give is not only incomplete but 
definitely misleading. 

We believe that the time has come to drag these facts out into 
the light of day. We are aware that they may cause embarrassment 
in some quarters, but at the present critical stage in our history it 
is impossible to believe that anything is more important than the 
truth. 


26 


CHAPTER TWO 
A BRIEF HISTORY OF MONEY 


ONEY IS AS OLD, or nearly as old, as civilization itself. Civil- 
ization has always been largely a matter of exchange—first of 
goods, then of ideas—and money was the means by which the 
exchange of goods was carried out. Men felt the need of it as soon 
as they gave up the nomadic life of hunters and fishermen and settled 
down to farm. Genesis tells us that ““Abel was a keeper of sheep, 
but Cain was a tiller of the ground”, which meant that Abel had 
sheep but no corn, while Cain had corn but no sheep. Just as small 
boys soon learn to swop their duplicate stamps, so at a very early 
date neighbouring villages began to exchange their surplus products 
with each other, and as everybody profited from these exchanges 
they repeated them as soon as possible. When no more deals could 
be done in the neighbourhood men began to look further afield, and 
at a remarkably early date goods were being carried from one end 
of the ancient world to the other. The horizon constantly expanded, 
and every new product which appeared on the market acted as an 
incentive to produce something which would be accepted in 
exchange. Thus exchange encouraged production, and production 
in turn encouraged exchange. 
The earliest exchanges were carried out by barter—giving half 
-a dozen sheep for an ox—but it was soon found that this method 
had its limitations. If for instance the man with the ox only wanted 
three sheep, it would mean cutting the ox in half, which might not 
be convenient. At first business must have been very difficult, but 
eventually some unknown genius hit on the idea of using a medium 
of exchange: that is, something of value which was easy to divide, 
such as corn. So the man with the ox to sell would begin by exchang- 
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ing it for its value in corn, and then use the corn to pay for his other 
purchases, But although corn made an admirable medium for small 
purchases—we know that in ancient Babylon it was the recognized 
payment for a drink—it was not suitable for larger deals. It was 
bulky and too heavy to carry far, and it was easier to use cattle which 
would walk to market. Among those who used them as money were 
the early Romans; they called them pecus, from which we get our 
own word pecuniary. But even cattle had their disadvantages: they 
had to be fed and guarded, and they were no good for small payments. 
Finally the ideal medium was discovered, silver. It had great value 
in proportion to its bulk, it was easy to divide, and it would keep 
for ever. Traders would weigh out the amount required, and the 
earliest Jaws are full of references to the weighing of silver. The 
shekel and drachma were both originally weights, like the English 
pound and the French livre. The weight of silver was the direct 
ancestor of the coin. 

If money, in some form or other, had never been invented, it is 
difficult to believe that trade would have developed far beyond the 
first primitive state of barter. It not only made it possible to trade 
in merchandise of every imaginable kind, “ivory, apes and peacocks”, 
but as we have seen, it encouraged people to step up the output of 
their own products in order to buy those of other people. Without 
money there would have been little incentive to produce, and our 
standard of living might well have remained at about the level reached 
in the Bronze Age. 

But money did more than facilitate exchange and encourage 
production. By giving things a price it enabled producers to tell 
what their customers really wanted. It was not merely a matter of 
obliging them: it meant that producers could concentrate on grow- 
ing or making what was most needed, and not waste their time on 
other things. By watching prices they could tell when there was 
enough of a particular product and it was time to turn their attention 
to something else. If a man was stupid enough to go on producing 
the same goods when the price was falling he would soon find him- 
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self surrounded by unsold stock, while the man who kept his eye 
on prices and was ready to switch over to the next thing which was 
wanted made a fortune. Moreover, whether he wanted to or not, by 
enriching himself he enriched the community in which he lived. 

For whatever we may wish to believe, it certainly looks as if 
mankind has been provided with a remarkably efficient system which 
at every stage enabled them to make the best use of their resources. 
By obeying its laws, men soon learned to amass wealth beyond their 
wildest dreams. Some of the earliest civilizations have left unmistak- 
able evidence of wealth which is truly staggering. We are still digging 
it up. But the system was no respecter of persons. If individuals 
misbehaved they went bankrupt or paid the penalty of failure, what- 
ever it may have been, and no great damage was done. Even violence 
had surprisingly little effect on the growth of wealth. In our own 
age the recovery of Western Germany after the last war gives some 
idea of the enormous strength of the underlying forces which never 
cease to drive men to play their parts in the economic system. But 
although the system as a whole could survive a great deal of rough 
treatment, it had one weak spot: the mechanism of exchange. If 
this was interfered with, the whole system was thrown out of gear. 
Goods remained unsold, and there was no longer any object in pro- 
ducing them. 

Unfortunately the mechanism of exchange has always offered an 
irresistible temptation to the kind of men who believe that the com- 
mand “In the sweat of thy brow shalt thou eat bread” was not in- 
tended to apply to them personally. There have always been plenty 
of them. It did not take them very long to realize that production 
meant hard work, and that far more attractive opportunities were to 
be found in the sphere of exchange. 

As long as exchange was carried out by weighing silver, the only 
way to make anything out of it was by tampering with either the 
scales or the weights. The people of the ancient world knew all about 
this. The Old Testament says “A false balance is an abomination of 
the Lord”, and again, “Thou shalt have a perfect and a just weight”. 


29 


Money: The Decisive Factor 


In Egypt there were public weigh-masters, whose pictures, with their 
scales, can still be seen on the walls of tombs. Clearly a great deal 
of time was wasted weighing silver; and then somebody—we do not 
know his name—had an idea. 

The leading commercial country of the ancient world was Lydia, 
and it was a Lydian merchant who first thought of weighing pieces 
of silver and stamping them with his mark. Apparently his neigh- 
bours were willing to accept it as a guarantee that the weights were 
right, and soon other merchants copied him. These small weights 
of stamped silver—several of them are still in existence—were the 
first coins: they appeared early in the eighth century B.C. But it 
was a long time before they were regarded as anything but pieces of 
silver of a certain weight: a labour-saving device and nothing more. 

The man who started all the trouble over money was Gog, the 
King of Lydia who annoyed the prophet Ezekiel: the Lydians called 
him Gyges. Being a usurper who had seized the throne, he naturally 
welcomed an opportunity to give himself some free publicity, and 
therefore decreed that in future no mark except his would be allowed 
to appear on pieces of silver. By thus claiming the sole right to issue 
coins he established what came to be known as the Prerogative of 
Issue. By failing to tell him how much trouble he was going to cause, 
Ezekiel missed a great opportunity. 

The Greeks traded with the Lydians and in the course of time 
they copied their coins. The weight which they chose was the 
drachma, and the earliest examples which have been preserved were 
made of good silver. But as time passed and a new generation grew 
up, the word drachma gradually changed its meaning from a weight 
to a coin, and the petty Greek rulers saw that the Gods had presented 
them with a wonderful opportunity to make an easy profit. So they 
began to mix a little base metal with the silver, and as nobody seemed 
to notice, they added a little more. The first currency swindlers 
made a profit of about ten per cent.: they probably found that if they 
tried to make more than that there was trouble. Eventually a financial 
genius called Perdiccas, King of Macedonia, solved the problem by 
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making coins of copper and plating them with silver. They looked 
perfectly all right until the silver began to wear off and the copper 
showed through. 

As money was now established as the essential link between 
buyers and sellers, it followed that if the link were defective, that is, 
if the money turned out to be bad, sellers would not be in a hurry 
to deal again. It is clear that this is what happened in Greece, 
and trade suffered. Macaulay’s famous account of the effects of bad 
money applies to every age: “But when the great instrument of ex- 
change became thoroughly deranged, all trade, all industry, were 
smitten as with a palsy. The evil was felt daily and hourly in almost 
every place and by almost every class, in the dairy and on the thresh- 
ing floor, by the anvil and by the loom, on the billows of the ocean 
and in the depths of the mine. Nothing could be purchased without 
a dispute. Over every counter there was wrangling from morning 
to night. The workman and his employer had a quarrel as regularly 
as Saturday came round. On a fair day or a market day the clamours, 
the reproaches, the taunts, the curses, were incessant; and it was well 
if no booth was overturned and no head broken”.* 

To return to Greece, it appears that things became so bad that 
eventually the Athenians decided to restore the coinage to its original 
value. They therefore issued a new drachma which was ninety per 
cent. silver, and as it was by far the best coin in the ancient world it 
was in great demand. From far and wide merchants hastened to 
trade with the Athenians. Trade began to boom. The great age of 
Athens had begun. 

The world remembers the architecture, the sculpture, the philo- 
sophy and the drama, but it is inclined to forget that it all rested on 
a foundation of material prosperity and that this in turn rested on a 
sound coinage. The respect in which the Athenian drachmas were 
held is illustrated by the fact that they have been found all over 
the ancient world. They were even copied in countries as remote 
as the Punjab and Southern Arabia. 


* History of England. 


Cc 31 


Money: The Decisive Factor 


The Greek currency frauds of the sixth century B.C. were only 
the first chapter of a long and depressing story. Throughout the whole 
period—over two thousand years—during which coins were the prin- 
cipal form of money, good ones were the exception rather than the 
rule. It seems strange that so few rulers were able to resist the 
temptation to destroy the very thing on which their countries’ welfare 
depended. But although bad money invariably meant unprofitable 
exchange and flagging production, good money never failed to put 
things right. It is a remarkable fact that every great age of art, 
literature and learning which has caught the imagination of the world 
followed a restoration of the coinage. Periclean Athens was the first 
example; others which followed were Augustan Rome, the Baghdad 
of Haroun al Raschid, Renaissance Italy and Elizabethan England. 
While a single example could be dismissed as a coincidence, it is 
hardly possible to dismiss them all. 

When the Emperor Augustus became the ruler of the Roman 
world, the coinage was in a deplorable state and trade stagnant. 
Augustus restored the denarius (the “d” of our £ s. d.) to its old 
weight of silver; trade revived, and the Augustan Age began. Rome 
continued to flourish until Nero debased the coinage again, and after 
him the history of the Empire is to a great extent that of its coinage. 
The good Emperors raised the standard and the bad ones debased 
it, and it is remarkable how the fortunes of the Empire appeared to 
rise and fall with the quality of the coins. When Diocletian finally 
abandoned Rome for the Eastern Empire, the denarius was worth 
only a fortieth part of its value in the reign of Augustus. 

The almost legendary wealth which the Arab Caliphates of 
Baghdad and Cairo amassed at a time when Europe was sunk in the 
Dark Ages had an interesting origin. Until the end of the seventh 
century A.D. the Arabs had no coinage of their own and such money 
as they used was Byzantine. This was of extremely poor quality: 
but it was not so much the quality to which the Arabs objected as 
the Christian emblems on the coins which as Mahommedans they 
disliked having to touch. The Caliph Abdal Malik therefore decided 
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to give them a good Mahommedan coinage of their own. He chose 
the same weights as the Byzantine coins, but as the Koran forbade 
the Faithful to cheat over weights and measures he made his dinars 
of pure silver; and as they were the first good coins which had been 
seen for years in the markets of the Levant, they created a considerable 
stir. It was the story of Athens over again. There was a rush to 
trade with the Arabs, and their coins also have been found in almost 
every country then known. England in particular was full of them, 
and the Saxon Kings even copied them. 

Reading the Arabian Nights, it is easy to forget that Haroun al 
Raschid owed his vast wealth to trade. “The fine linens, the cottons, 
the silks, the delicate and gorgeous fabrics of the Saracenic world, 
satins and sarcenets, persian taffetas, damasks from Damascus, baude- 
kin from Baghdad, muslins from Mosul, gauzes from Gaza... Moires, 
crepes and chiffons... created a demand for fine raiment among the 
coarsely clad populations of Europe... The Women of Europe learnt 
to wear an Arab Kamis (chemise) and jubba (jupe, jupon). The 
warriors of Christendom were eager to wield blades forged in 
Damascus .. .” And that is not all: “The Arabs introduced three 
inventions into Europe, each of which was to bring about a world- 
transforming revolution: the mariner’s compass, which was to expand 
Europe to the ends of the earth; gunpowder, which was to bring to 
an end the supremacy of the armoured knight; and paper which pre- 
pared the way for the printing press”.* It is indeed difficult to set 
a limit to the power of money, whether for good or evil. 

The Arabs’ wealth made a deep impression on the Italians, and 
finally the rulers of Florence decided to follow their example and 
have a coinage which would encourage merchants to trade with them 
instead of putting them off. In 1252 they produced a gold coin of re- 
markable quality, the famous florin. A few years later Venice followed 
with the ducat, and the trade of both cities began to expand. Cimabue, 
the father of the Florentine school of painting, was born about 1240; 
he died in 1302. Giotto was born in 1266 and died in 1337. The 


* The Making of Humanity: Robert Briffault. 
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Palazzo Vecchio was built in 1298, and the Loggia and the Churches 
of Santa Croce and Santa Maria del Fiore were begun between 1284 
and 1300. While the first Florentine painters and builders were work- 
ing, Dante was writing his Divina Comedia. In both art and build- 
ing Venice followed Florence. 

As well as the word florin, sterling is also a link with medieval 
trade. For a long time the carrying trade of Europe was largely 
divided between the Venetians, the Genoese and the Hanseatic League, 
a remarkable community of merchants which grew up in the twelfth 
century on the south coast of the Baltic. The Hanseatic merchants, 
or Easterlings as they came to be called, were familiar figures in Eng- 
land. Like their merchandise, their coins were of a uniformly high 
standard, and they made such an impression on our ancestors that 
they adopted the word Easterling to denote high quality, particularly 
in connection with silver. In the course of time it became sterling. 

But perhaps the most dramatic example of the influence of 
money over a country’s fortunes, either for good or evil, is to be found! 
in the history of sixteenth century England. The century began well 
enough. The Hanseatic League was now in decline and the English 
money was probably the best in Europe. The country therefore pros- 
pered until towards the end of Henry VIII’s reign when, his mind 
affected by disease, he began to debase the silver coinage. In 1545 
he issued coins which were only one-third silver to two-thirds base 
metal, and the price of corn immediately jumped from 9/- to 15/6 a 
quarter. A few years later, Froude tells us, “with coin circulating of 
ail degrees of purity and impurity, the common processes of buying 
and selling could no longer be carried on”. The breakdown of ex- 
change had its customary effects on production, and soon conditions 
were so bad that starvation appeared and people became desperate, 
“robbing, killing, hunting without any fear”. As the revenue had 
largely ceased, the government looted the churches; they melted down 
the Communion plate and “stripped the gold, silver and jewels from 
the Mass books”. This is a long way from the traditional picture of 
Tudor England. 
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For thirteen years England suffered all the familiar effects of bad 
money. Then, in the second year of her reign, Elizabeth I carried 
out her great recoinage. It is on record that the weight of money 
handed in was 631,950 lbs., while the silver content was only 
244,416 lbs., which meant that there were more than 23 lbs. of base 
metal to every one of silver. As people who sold goods expected to 
be paid in silver, it is hardly surprising that trade had broken down. 
After the recoinage the scene changed with extraordinary rapidity. 
Unfortunately the Elizabethans have not left much in the way of 
statistics, but they have left us abundant evidence of their wealth in 
a form which is far more convincing. With a population of at the 
most five million, with no mechanical power of any kind and nothing 
which we would call roads, the amount of building which they did 
was truly amazing. Impressive as the great houses are, Longleat, 
Montacute, Burleigh, they are a less certain guide to the general state 
of the country than the innumerable small manors, farms and cottages. 
When a man builds a new house it usually means that he has got 
money to play with, and the profusion of Elizabethan building leaves 
little doubt that there were plenty of men in England who had a lot 
to play with. It is interesting to compare the building in Elizabeth’s 
reign with that of her brother’s and sister’s. In the fifteen years 
between 1545 and 1560, when bad money was the rule, there was 
practically none. The reigns of Edward VI and Mary were a dead 
loss to English architecture. 

Kings and queens were not, however, the only source of danger 
to the medieval coinage. In France the feudal lords continued to 
issue their own money until the fourteenth century, and they seem to 
have achieved an all-time low in the way of debasement. Their coins, 
which were supposed to be silver, were actually black, and the chron- 
iclers called them “moneta nigra”. And when rulers resisted the 
temptation to debase money, there were always plenty of their sub- 
jects ready to risk their necks by clipping coins or “sweating” them, 
which meant shaking them up in a bag until some of the silver rubbed 
off. On the whole, the medieval Kings of England treated their coinage 
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well, but the higher the quality, the greater the temptation to clip or 
sweat. The punishment for these offences was death; men were 
hanged and women burnt at the stake. But punishment never stopped 
the evil, and the worst recorded crisis caused by the clippers was as 
late as the end of the seventeenth century. A contemporary account, 
written in 1695, describes “the almost fatal symptoms of the general 
corruption of the silver money”, and it goes on to tell us how “the 
course of trade and correspondency almost stopped; the poorer sort 
of people plunged into inexpressible distress, and as it were, left 
perishing, while even the richer had hardly wherewith to go to market 
for obtaining the common convenience of life”. 

In the following year Blondeau’s Mill was installed in the Mint. 
The entire silver coinage was called in and melted down; it was then 
re-issued at the proper weights but with milled edges. Milling made 
it possible to see at a glance if a coin had been clipped. The clippers 
never found an answer to this, and no more was heard of them. 

Blondeau’s Mill marked the end of a long chapter in the history 
of money. Coins had been in use for more than two thousand years, 
and the melancholy truth is that throughout most of this period, when 
they were not being debased by the sovereign, they were being clipped 
or sweated by his subjects. It was the exception rather than the rule 
for money to be allowed to fulfil its vital function without interference. 
Apart from a few dazzling interludes, either in one quarter or another, 
the temptation to tamper with it always proved irresistible. 
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THE BIRTH OF MODERN MONEY 


Nt THE VERY MOMENT when Blondeau was putting the clippers 
and sweaters out of business, developments of an entirely differ- 
ent nature caused debasement to lose its attraction. It was a strange 
coincidence that these two ancient abuses should end together. 

It would be pleasant to think that debasement came to an end 
because the authorities who issued our money had seen the light and 
decided that after all honesty was the best policy. The real story is, 
however, less inspiring; all that had happened was that there were a 
new set of authorities and that they were issuing a new kind of money. 
It was neither gold nor silver, but paper. 

The idea of paper money was by no means new. In the Middle 
Ages merchants found it safer to carry letters of credit than bags of 
coins, and bills of exchange were well known, but it was not until 
the seventeenth century that paper began to take the place of gold 
and silver as currency. It was a perfectly natural development; the 
first paper money was no more than a labour-saving device, as coins 
themselves had once been. Merchants spent so much of their time 
counting coins that their offices had come to be known as counting 
houses. 

Strangely enough, the man who was immediately responsible for 
the change from gold and silver to paper was Charles I. Up to 1640 
merchants had been in the habit of depositing their spare cash in the 
Tower of London for safe keeping, but when Charles I raided it and 
removed £130,000 they began to “bank” it with those goldsmiths 
who had good vaults. According to Clarendon, it was in 1640 that 
the goldsmiths “first came to be called Bankers”. 
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It therefore happened, more or less by chance, that the gold- 
smiths saw their vaults full of gold and silver belonging to various 
merchants, and they noticed that it usually remained there even when 
the ownership changed. For it was found that the easiest way to 
make large payments was to hand over an order instructing the gold- 
smith who was keeping the money to make the payment; and if, as 
often happened, the payee was content to leave it where it was, it 
never left the goldsmith’s vaults. There is still in existence a note 
written in 1676 by a Mr. Will Hale instructing his banker, Mr. Hoare, 
to pay £54 Ios. rod. to a certain Mr. Witt Morgan. But when it 
happened that Mr. Hoare himself, or some other banker, wished to 
make a payment, he simply wrote “I promise to pay”. This written 
promise was, in effect, a bank note. As trade was expanding very 
rapidly and there was a serious shortage of gold and silver, the mer- 
cantile community were ready to welcome anything which could be 
used as money and to pay a high rate of interest for it. Everybody 
was willing to accept a promise to pay which bore the signature of 
a well known banker provided that it was possible to pass it on, and 
bankers therefore began to use the words “I promise to pay the 
bearer”. These are the words which appear on Bank of England 
notes today. 

It is possible that the first bankers only issued notes to the value 
of the gold and silver which they held, and no more; but the Age of 
Innocence, if it ever really existed, did not last very long. For when 
they saw their notes circulating merrily while their vaults remained 
full of gold and silver, they decided that it would be safe to issue a 
few more. Fifteen per cent. interest was very tempting. It is diffi- 
cult to blame them. If people were willing to pay as much for paper 
as for gold, it was a pity not to allow them to. 

The discovery that it was, in effect, possible to turn paper into 
gold was not likely to remain a secret for long. A pamphlet pub- 
lished in 1676 says “This new banking business grew very consider- 
able”. Some of the early bankers were men of substance who behaved 
responsibly and kept the number of their notes within reasonable 
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limits, but others were simply out to make as much as they could 
while they had the chance. But whether their standards were high 
or low, their activities had the effect of changing the nature of our 
money. Even if a banker issued no more than a single pound’s worth 
of paper beyond the value of the gold which he held he was intro- 
ducing an entirely new factor into the sphere of exchange. As long 
as a pound note represented goid or silver in somebody’s possession, 
nothing had changed; but when there were ten pound notes, and only 
nine gold pounds to back them, one of the paper pounds represented 
a kind of money which had never been seen before. It differed from 
all other money which had been used in that it had no intrinsic value 
and was, in fact, nothing more than a claim to something of value. 
The claim might or might not be successful; it was all a matter of 
luck. Compared to the old money of gold and silver, these notes 
were little more than so many tickets in a lottery. 

“There were many who felt that the goldsmiths, having stumbled 
on a profitable line of business, were exploiting it in their own inter- 
ests... These last undoubtedly turned their opportunities to account 
with a minimum of regard either for the security of their depositors 
or the Usury Law. Failures were frequent”.* It is too late now to 
concern ourselves with the ethics of the goldsmiths’, or bankers’, prac- 
tices, or with the feelings of those who found the shutters up when 
they came to cash their notes; all that matters now is the effect which 
these developments had on the mechanism of exchange. We have 
seen how the efficiency of this mechanism depends entirely on the 
quality of money, and we have seen too how money had taken various 
forms, some of them very strange, such as corn or cattle; but how- 
ever much these forms differed from each other, they all had one 
thing in common, value. Coins were merely value in a convenient 
form, and even when rulers were foolish enough to debase them, 
they continued to pay lip service to the principle of value by trying 
to make their bad coins look like good ones. But paper money repre- 
sented a complete break with this principle. Nobody pretended that 


* Economic History of England: Professor H. O. Meredith. 
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it had any value in its own right, and the most that could be claimed 
for it was that it had borrowed some value from something else. 

Looking back, it seems strange that our ancestors allowed any- 
body to take such liberties with the mechanism of exchange on which 
so much depended; and when we consider the results, it seems even 
stranger that the writers of our text-books pay so. little attention to 
what happened. For there is not the slightest doubt that this divorce 
of money from value was the ultimate cause of most of our troubles. 
It was clearly responsible for both inflation and deflation. As long 
as money possessed intrinsic value, there could be no question of 
either, at least in the form in which we know them. These twin 
evils only appear when the relationship between money and goods 
has been upset, either one way or the other, and it is impossible-that 
this could happen if money itself were only goods in a particular 
form. Thus the intrinsic value of money provided a built-in guaran- 
tee against these two evils, and the worst that could happen was that 
it would become either more or less plentiful in relation to other 
goods, In the sixteenth century, for instance, when the flood of 
Spanish silver from South America caused prices to rise, all that 
really happened was that silver became cheaper. Admittedly the 
sudden rise in the price level caused a great deal of trouble, but how- 
ever unfortunate the effects may have been for certain people, the 
country at least had the benefit of more silver. It was better than 
having the same amount of trouble, or even more, and finishing up 
with nothing but a mass of paper to show for it. 

As coins were only gold or silver in a convenient form, any- 
body who possessed a bar of one of these metals could take it to the 
Mint and for a small fee have it made into guineas or shillings. It 
was thus still possible for the ordinary citizen to play his part in the 
making of money; it had not yet become a mystery considered to be 
beyond his reach and comprehension. It was only when the new 
paper money was introduced that it ceased to be something which 
everybody could understand, and people were encouraged to believe 
that it belonged to a different order of creation. 
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Before paper money appeared, when a man wanted a supply of 
shillings it was of course not necessary for him to produce a bar of 
silver, but—and this brings us to the heart of the matter—he had to 
produce something of equal value. It therefore followed that those 
who had money, the rich, were the men who produced things of value. 
The big manufacturer had not yet made his appearance and the rich 
men of the day were mostly either landowners or merchants. The 
former supplied, or enabled others to supply, the country’s food, and 
the latter supplied manufactured goods and foreign produce. In 
return they received a share of the abundance which they helped to 
create. But the fact that they earned their money by giving good 
value in return did not mean that they had a higher standard of honesty 
than is sometimes apparent today; it only meant that the kind of 
money in use would not allow them to do anything else. It made it 
virtually impossible for a man to take out of the pool more than he 
had put in. There were therefore no financiers of the modern type; 
the old money did not lend itself to financial jugglery. But with the 
new money things were very different, and men could enrich them- 
selves by methods which added nothing to country’s wealth. It was 
no longer necessary to follow the long hard road of honest work and 
thrift; there were now all sorts of intriguing short cuts from which 
men emerged with mysterious fortunes. The poet Pope saw what 
was happening and described it very neatly: — 

“Blest paper credit! last and best supply! 
That lends corruption lighter wings to fly”. 


All the profits ever made by debasement or by clipping and 
sweating soon paled into insignificance beside those which were made 
out of the new paper money. The rulers who once helped them- 
selves to the silver in their coins would have envied the bankers who 
were now making large fortunes out of money which was worth even 
less than base metal. There was, however, one cloud on the bankers’ 
horizon: it was clear that if everybody was allowed to issue bank- 
notes it would soon be a case of too many cooks spoiling the broth. 
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In the seventeenth century people still thought in terms of monopo- 
lies, and it was therefore not long before competitors began to stake 
their claims for what promised to be the most lucrative monopoly of 
all, the sole right to issue paper money. The first to move was 
Charles II himself, hardly the man to inspire confidence, and then 
the Landed Interest brought in a bill which they invited Parliament 
to pass. Its purpose was to grant them the right to issue paper money 
to the value of all the land in England calculated on the fantastic 
basis of a hundred years’ purchase. Nobody, it seems, could be per- 
suaded to take it very seriously. 

While the “ignorant multitude of squires” were busy canvassing 
support for their bill, a City group formed by a man called Paterson 
were setting about things in a more business-like manner. Their 
first move was to obtain the support of Charles Montague, the Chan- 
cellor of the Exchequer. They waited until William III’s govern- 
ment were at their wits’ end for money and had exhausted every 
known method of raising it, including some rather strange ones such 
as lotteries and tontines, and by the spring of 1694 they considered 
that the psychological moment had arrived. “By 1694 the traditional 
methods of finance were exhausted. £1,200,000 were urgently needed 
to balance the year’s expenditure, and a scheme suggested by Pater- 
son was carried out without much modification. ‘The Governor and 
Company of the Bank of England’ were chartered to collect and lend 
to the Government £1,200,000”.* 

In return for their loan, on which they received interest at eight 
per cent., with another £4,000 a year for management, Paterson’s 
group were granted the right to form a bank to be called the Bank 
of England which would then be allowed to issue another £1,200,000 
in notes. This was to be the first step towards the group’s real objec- 
tive, the monopoly of the note issue. They apparently considered it 
advisable to conceal the true nature of the deal, and the Act of Parlia- 
ment which authorized the foundation of the Bank is a masterpiece 
of political camouflage. It begins: “An Act for granting to their 
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Majesties several rates and Duties upon Tonnage of Ships and Vessels; 
and upon Beer, Ale, and other liquors, for Securing certain Recom- 
pences and Advantages in the said Act mentioned, to such persons 
as shall Voluntarily Advance the sum of fifteen hundred thousand 
Pounds towards carrying on the war against France”. 

At first the Bank met with a great deal of opposition, and it was 
not until three years later that things had settled down sufficiently 
to allow them to be granted the official monopoly of the note issue, 
or at least the nearest approach to it that was practicable. For it was 
not found possible to prevent provincial merchants giving their cus- 
tomers promises to pay, and for all practical purposes these were 
bank notes. When farmers sold their corn in the local country town 
they were not anxious to ride home carrying bags of sovereigns, and 
they therefore preferred to leave the money with the corn merchant 
and take home his promises to pay, which everybody in their neigh- 
bourhood would be glad to accept. Thus all over the country merchants 
found that they were becoming bankers, and when they realized the 
full possibilities of banking they usually decided to concentrate on 
that and leave their original business to somebody else. As Parlia- 
ment was unable to prevent farmers depositing their money with 
anybody whom they chose to trust with it, all that they could do was 
to lay down that the provincial bankers should remain too small to 
compete with the Bank of England. An Act therefore limited them 
to six partners, or shareholders, so they remained small family busi- 
nesses. This law was in force until 1826, and even then banks were 
only allowed to take in more partners if they were sixty-five miles or 
more from London. 

A few years after its foundation a statement which Parliament 
called for disclosed that the Bank of England had issued notes to the 
value of £1,657,996 against which they only held £35,664 in cash. 
These notes are important as they apparently started the Trade Cycle. 
“The establishment of the Bank of England was followed by the first 
considerable investment mania which the country had witnessed—a 
product no doubt in part of the increased credit facilities which the 


43 


Money: The Decisive Factor 


Bank placed at the disposal of the public. Through 1694, 1695 and 
part of 1696 a number of new enterprises, sound and unsound, were 
set on foot; existing businesses were sold to promoters who over capi- 
talized them; there were lotteries and schemes for banks, and the 
crudest of mining frauds . . . The reaction came in 1696 . . . from 
this time onwards hardly a decade passed without the credit cycle 
of boom and depression”.* 

Thus the origin of the Trade Cycle is clear enough; and as we 
know how it began, we will find no difficulty in following its progress. 
The Bank offered “increased credit facilities” to their customers and 
not unnaturally they hastened to take advantage of them, as they 
always do. Credit is a nebulous thing which can appear in many dif- 
ferent forms. At the time in question it appeared in the form of bank- 
notes; later, as we shall see, it usually made its appearance as figures 
in the banks’ ledgers. We can therefore say that the Trade Cycle was 
caused by the excessive use of credit as money. In its earlier and 
simpler form what happened was that the Bank issued too much 
“credit money”, and produced inflation in a particularly violent form, 
As banks make their profits by lending money at interest, they natur- 
ally lend as much as they can; and that is what the Bank of England 
did. The first Directors showed no sign of being interested in any- 
thing except profits, and it is possible that they never stopped to think 
where it would all end. If they did, they may have imagined that 
they could simply turn off the tap when the level of paper money was 
getting dangerously high. But if they really thought it would be as 
easy as that, they were soon disillusioned. They discovered that lend- 
ing money was like drinking; it was a great deal easier to start than 
to stop. 

What happened was this. Hearing that the Bank were prepared 
to lend money, a man went and borrowed £1,000, probably at eight 
per cent, interest. When the year ended he therefore owed £1,080, 
of which only £1,000 had actually been created. As the Bank lent 
a great many thousands, it followed that when the year was up the 
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public owed them £80 many times over and, strictly speaking, this 
money did not exist. Money therefore became “tight”, and some of 
the borrowers found it difficult to pay their interest. At first the 
Bank was ready enough to lend whatever was needed and the borrowers 
went away happy, but with their debts that much larger. At the end 
of the following year the same thing happened again, and by now 
the Bank realized that the only way to keep their customers solvent 
was by lending them more. Thus the number of notes in circulation 
continued to increase, and as there was no corresponding increase in 
the supply of goods prices rose, and eventually they rose so far that 
the public lost all confidence in paper money. There was a panic, 
a wild scramble for gold, and the whole house of cards collapsed. 
The classical example of the Trade Cycle in its original form was 
the boom and subsequent crash of 1720, known as the South Sea 
Bubble. 

Thus from the beginning the Trade Cycle was simplicity itself: 
it only became complicated when people tried to explain it without 
giving all the facts; and the harder they tried, the more involved and 
confused their explanations became. The Cycle began when the 
Bank misused its credit to create large sums of paper money and lend 
it at interest. The money caused a boom, and the Cycle started on 
its upward curve. When the rise in prices began to cause alarm, and 
danger signals appeared, the Bank stopped lending and the Cycle 
turned down; and when it was found that the borrowers were insolvent, 
and that they had ruined others as well as themselves, there was a 
panic and the downward turn became a nose dive. The debts were 
then cfincelled out by bankruptcy and the money which they repre- 
sented disappeared. When the slate had been wiped clean the Bank 
started lending again, and the next Cycle began. 

It is interesting to hear what contemporaries had to say about 
credit. Dean Swift for one had no illusions about it. He gave his 
views in the Examiner: “To hear some of those worthy reasoners 
talking of credit, that she is so nice, so squeamish, so capricious; you 
would think they were describing a lady troubled with the vapours 
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or colick, to be only removed by a course of steel, and swallowing a 
bullet. By the narrowness of their thoughts, one would imagine they 
conceived the world to be no wider than Exchange Alley. It is prob- 
able they may have such a sickly dame among them, and it is well if 
she have no worse disease, considering what hands she passes through”. 

The South Sea Bubble gave the country a salutary shock, and 
the Directors of the Bank decided that in future it would be wise to 
go rather more carefully. They established a reserve of “treasure”, 
and in 1729 it amounted to £2,314,000 against a note issue of 
£6,119,000, a very different picture to the previous one. They also 
accepted the obligation to redeem their notes in gold, and eventually 
this was confirmed by Parliament. This was the beginning of the 
gold standard. The term was always largely a euphemism, as never 
in the whole course of its history was the Bank in a position to redeem 
the whole of its notes in gold. But nonetheless the gold standard 
was a great deal better than nothing. It obliged the Bank and the 
provincial banks to keep their issues of paper money within reason- 
able limits, and although it did not by any means put an end to the 
Trade Cycle, it prevented it reaching the dimensions of the South 
Sea Bubble. But even if banks were no longer able to issue unlimited 
quantities of notes, they still issued enough to cause trouble regularly 
every eight or nine years. 

Under the gold standard the Trade Cycle assumed a rather 
different form, As the banks had invariably issued more notes than 
they could redeem, at the first signs of trouble they would begin to 
call in their loans in the hope of getting their notes back before every- 
body began to clamour for gold. By calling in their loans they started 
a panic; businesses failed and brought down others with them, and 
the banks which had not been quick enough in recovering their notes 
failed too. Thus although the gold standard was useful in preventing 
inflation from going too far, it had the effect of producing financial 
crises which were both frequent and violent. When an ordinary bank 
proved unable to redeem its notes in gold the partners had to face 
both ruin and disgrace; but when the Bank of England found itself 
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in the same position, all that happened was that the Government inter- 
vened and relieved it of its obligations. On these occasions they would 
send what were known as “Treasury Letters”. From first to last they 
sent a good many of them. 

There was a particularly severe crisis in 1763, and an Act was 
then passed making it illegal for any bank to issue more notes than 
it could redeem on demand. It appears that this had a salutary effect: 
there were no more serious crises until the end of the century, and 
the Trade Cycle began to flatten out until it was barely noticeable. 
It is significant that Scotland, where Adam Smith lived, appears never 
to have been troubled by it. The Scottish banks never succumbed 
to the temptation to create large sums of credit money, and they never 
lent a penny unless they were certain that they could get it back 
again. ‘“Scotland’s experience of banking had been very different to 
that of England... The banks had been remarkably free from runs 
and failures . . . It was said that the public had never lost a shilling 
from the stoppage of a Scottish bank”.* 

We have seen how in the Napoleonic Wars the loss of gold forced 
England to give up the gold standard, and how the moment the banks 
were released from the obligation to redeem their notes in gold they 
again began to flood the country with paper money. In the course 
of these wars the Bank of England increased its note-issue from 
£10 million to £29 million, and the other banks may well have in- 
creased theirs even more. When the gold standard was restored again 
in 1821 there was a general collapse of prices and a severe depression, 
and then the mechanism of the Trade Cycle began to operate again. 
As soon as the depression had done its work the banks increased their 
note-issueS again, and by 1825 the number issued by the country 
banks had doubled. The result was the worst financial crisis since 
the South Sea Bubble. Sixty-seven banks stopped payment in the 
course of a single month, and Canning described it as “one of the 
most tremendous and searching convulsions ever experienced in any 
country”. According to the Annual Register of that year, “Lombard 
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Street was nearly filled with persons hastening to the different banks 
to draw money, or waiting in anxious fear of hearing of new failures”.* 
At one moment the loss of confidence in money was so great that 
Huskisson, then President of the Board of Trade, believed that “we 
were within a few hours of a state of barter”. 

There was universal agreement that something was seriously 
wrong with money, and in the years which followed there>was endless 
discussion about it. There were various schools of thought, the 
Banking School and the Currency School and the Bullionists, who 
kept the argument on a more or less professional level, and there were 
others who took the simpler view that the whole cause of the trouble 
was paper money and the banks which issued it. William Cobbett, 
for one, believed that we could do very well without either of them. 
“The corn and the grass”, he wrote, “and the trees will grow without 
paper money; the Banks may all break in a day and the sun will rise 
the next day, and the lambs will gambol and the birds sing and the 
carter and the country girl will grin at each other and the world will 
go on just as if nothing had happened”. 

For all his robust common sense, Cobbett can hardly be regarded 
as one of our greater thinkers. But it is extremely significant that 
Jeremy Bentham, who certainly was, arrived at very much the same 
conclusion. In a letter to his friend Colquhoun he wrote: “Why 
should the Charter of the Bank of England be renewed, or why should 
bankers exist at all? Neither the one nor the other contribute to 
augment the property of the country: while by dealing in money 
and assisting monopolizers, who are always hurtful to every state, 
they acquire immense fortunes by availing themselves of a resource 
which properly belongs to the state, and which, under a proper system 
of management, would not only ease the country of the pressure of 
war taxes, but would even enable the Government to pay off the 
national debt. But this is not all the good it would produce: those 
commercial distresses which beget distrust and produce ruin to many 
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respectable individuals, while they disturb the beneficial intercourse 
of commerce, could rarely happen”. 

But although Bentham saw far more clearly than most men of 
his age, he had no first-hand knowledge of finance and he made no 
attempt to put forward a detailed scheme of reform. Fortunately 
however David Ricardo, another of the leading thinkers of the day, 
and a man who was recognized as the greatest financial expert living, 
has left us one. It was called the “Plan for the establishment of a 
National Bank”. It was published in 1824, a year after his death. 

As Ricardo understood the true function of money, he saw that 
the material of which it was made was a matter of minor importance, 
and that paper would do very well provided that the issue was kept 
under proper control. In this he was no more prepared to trust the 
Government than the banks. Agreeing with Bentham that it was 
altogether wrong that private citizens should make fortunes out of the 
national credit, “a resource which properly belongs to the state”, he 
proposed that the right of issue should be returned to the state and 
that it should be exercised on their behalf by a body of Commis- 
sioners, He refused to allow the Government to have anything to 
do with it, and insisted that the Commissioners should be completely 
independent, “I propose”, he wrote, “also to prevent all intercourse 
between these Commissioners and Ministers, by forbidding every 
species of money transaction between them. The Commissioners 
should never, on any pretence, lend money to Government, nor be 
in the slightest degree under its control or influence”. 

Another man who ranks high as an original thinker was Robert 
Torrens, He strongly supported Ricardo’s plan and defended it 
vigorously in Parliament. In a debate held in 1833 on the general 
state of distress, with particular reference to the question of how far 
“it has been occasioned by the operation of our present monetary 
system”, he said: “Extensive and calamitous experience had estab- 
lished the fact that a currency, consisting of the precious metals, and 
of paper convertible into these metals on demand, was liable to sudden 
and very considerable fluctuation, between the extremes of excess and 
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of deficiency ... Unless our present system of currency were 
amended by the timely interference of the Legislature, it would go 
on to occasion periodical and aggravated distress, until in a national 
bankruptcy it would find its euthanasia”. 

One of Torrens’ ideas was particularly interesting. He produced 
it at a time when he was in an exceptionally good -position to take 
a detached view of the problems of the day, for he was the officer 
commanding the garrison on a small island in the Baltic. It appeared 
in his essay on Money and Paper Currency which he published in 
1812. He proposed that bankers should only be allowed to issue paper 
money when discounting “solid mercantile bills”, and that when the 
bills were paid the notes would be withdrawn. The paper money 
would thus derive its value directly from the bills, and as these in 
turn derived theirs from goods, it would mean that the paper was 
backed, neither by gold nor by credit, but by goods. This was a 
sensational break with the ideas of the day. Torrens at least under- 
stood what money was intended to be and do. 

We are indeed lucky to have the opinions of these three men of 
outstanding intelligence on the subject of money. They were living 
at a time when the monetary problem was still in its early stages and 
it was therefore very much easier to see what was really happening; 
but if we sweep away the accumulation of vested interests and other 
complications which has grown up in the course of the last century 
and a half, we will find that the problem is essentially the same as our 
own. We would be unforgivably foolish not to take full advantage 
of the ideas which they have left us. 

Sir Robert Peel, who was responsible for the Bank Charter Act 
which in effect established the present financial system, admitted that 
he preferred Ricardo’s solution to his own. In a Cabinet memorandum 
he wrote: “A Board would be constituted, independent of the Govern- 
ment, but responsible to Parliament, charged with the issue of paper, 
convertible into gold, to be a legal tender... If we were about to 
establish in a new state of society a new system of currency it would 
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be very difficult to contest theoretically the principles on which this 
plan is founded or the equity of the practical application of them”. 

Unfortunately Peel was not dealing with a new state of society, 
and the Bank of England was too strong for him. The Rothschilds 
were now supreme in the City, and they were not in the habit of 
allowing governments to interfere with them. It was a Rothschild 
who was reported to have said: “Permit me to issue and control the 
money of the nation, and I do not care who makes its laws”. But 
even though the ideal solution was beyond his reach, Peel was deter- 
mined to settle the problem of paper money once and for all. His 
Act of 1844 removed, though by easy stages, the right of the joint 
stock banks, as they were now called, to issue notes, and it trans- 
ferred two thirds of their issues to the Bank of England, thus re-estab- 
lishing its monopoly. In addition to this the Act allowed the Bank 
to issue £14 million of notes not backed by gold, which were known 
as the Fiduciary Issue: beyond that figure, every note which the Bank 
issued must be backed by gold. And that, Peel thought, should settle 
the matter. 

Peel was by no means the only one who believed that the problem 
of paper money had been solved. But unfortunately events soon 
proved that they were wrong. All that happened was that as soon 
as the number of bank notes in circulation began to decrease, paper 
money re-appeared in the form of cheques. In fact the only differ- 
ence was that instead of handing so many bank notes to the customer 
who wanted a loan, a banker opened a credit for him and gave 
him a cheque book with which he could draw on it. Thus the banks 
defeated Peel by turning bank credit straight into money and by- 
passing notes. One of the few men who realized what was happen- 
ing was Robert Torrens. 

After 1844 the financial system began to assume something 
resembling its modern form. Under the new order of things the 
Bank of England no longer competed with the other banks but became 
“the Bankers’ Bank”. It issued notes, most of which were backed 
by gold, and these formed part of the reserves on which the other 
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banks built the pyramids of credit which they turned into money with 
the help of cheques. Thus instead of limiting the banks’ power to 
create money, the effect of Peel’s Act was to increase it enormously. 
In time the new kind of money came to be known as credit-money. 

The country did not have to wait long before it discovered that 
its monetary problems had not been solved. ‘The first breakdown 
came in 1847, only three years after the Act had been passed. The 
Bank of England admitted that ic was unable to redeem its notes and 
the Treasury had to rescue it. The next crisis was in 1857 and there 
was another in 1866: the Trade Cycle was still running true to form. 
Although the great Victorian crises were exactly what might have 
been expected, they were extremely harrowing to those who experi- 
enced them. There were “Black Mondays” and “Black Fridays”. 
Sir John Clapham has given a vivid picture of the crisis of 1847. 
“The week of terror’ men called it in retrospect. ‘I would not advise 
you to take bills on Barings even’, so one sound business man wrote 
on the 19th. Prices of stocks and commodities tumbled: anything 
to be realised had to be realised at a loss. ‘Every man seemed to be 
afraid of his neighbour’, George Warde Norman said.” (Norman was 
a director of the Bank of England.) 

Every crisis caused the failure of numerous banks and other 
business houses, and countless families were ruined. All this could 
have been avoided, since the real cause of every crisis was simply 
that the Victorians were using too much money which was based on 
nothing more substantial than credit. It took very little to upset 
credit: the failure of some firm, bad news from abroad, even rumours 
would be enough. If they had taken Robert Torrens’ advice and 
based their money on something real, such as goods, they would have 
saved a great deal of trouble and suffering. 

As the Victorians had a reputation for sturdy common sense, it 
was strange that it never occurred to them to scrap their extremely 
unsatisfactory monetary system and free themselves from the curse 
of these recurring crises. But where money was concerned they 
seemed to have a blind spot, and if they had been left to themselves 
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they would probably have gone on staggering from one crisis to 
another, But fortunately for them they were not left for long, for provi- 
dence intervened and rescued them. It did so in the only way which 
was still possible. As they had failed to set a limit to the issue of 
interest-paying money by the banks, it followed that the only way to 
keep the country solvent was to introduce from outside enough interest- 
free money to pay the banks’ charges and thus stop the creation of 
debt. This is exactly what happened. In 1848 gold was discovered 
in California and further discoveries followed in Australia, the Yukon, 
and finally South Africa. Before 1848 the annual production of gold 
was about 675,000 ozs. a year, and by the end of the century it was 
15,000,000 ozs. “Four times as much gold was produced in the 
eighteen years from 1896 to 1914 as in the fifty years from 1800 to 
1850, and in spite of a much increased demand for gold from other 
parts of the world, the supply in Great Britain increased rapidly”.* 
It was fortunate that the miners who dug up the gold were not money- 
lenders; they spent their money freely, and as many of the things 
which they spent it on came from Britain, a great deal of the gold 
came here. So the Victorians received a steady flow of genuine, debt- 
free money with which to pay the interest charges to the banks without 
having to go back and borrow more. As the gold poured into Britain, 
the Trade Cycle began to flatten out and lose its terrors. The last 
serious financial crisis of the long series was in 1890; after that there 
was no more real trouble until 1914. 


* The Outline of Money: Sir Geoffrey Crowther. 
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fs fs NEXT MAJOR event in monetary history occurred in August 
1914 when the first World War began. The gold standard was 
immediately suspended and the Currency and Bank Notes Act was 
passed through Parliament in a single day. The sovereigns and half 
sovereigns were withdrawn and Postal Orders were made legal tender 
while the Treasury Notes were being printed. At first everything 
went smoothly enough, and it appeared that the Government had 
the situation well in hand. 

The events that followed make depressing reading. Without 
doubt the Government’s intentions were excellent, but they had hope- 
lessly underestimated the strength of the temptation to exploit money, 
Even men who in every other respect were scrupulously honest 
appeared to be unable to resist it. 

Briefly, what happened was this. The Government brought in 
an Act which allowed the banks to draw the new Treasury Notes up 
to a maximum of twenty per cent. of their liabilities. The banks 
drew their notes, and for a time everything went according to plan. 
Then, to save trouble, the Treasury began to give the banks certifi- 
cates for larger amounts, and after that it apparently forgot all about 
the limit of twenty per cent. and allowed them to buy as many as 
they wanted and to pay for them by giving drafts on their own credit. 
“In this way the principle of limitation as applied to the notes was 
practically abandoned. What ought to have been barriers to expan- 
sion became elastic bands that yielded at the slightest pressure. The 
reserves were adjusted to the liabilities and not the liabilities to the 
real reserves. In place of a limited amount of gold that could only 
be increased by being attracted from other countries, the real banking 
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reserve was now a mass of notes which could be increased on the 
demand of the banks themselves”.* 

The position therefore was that the banks used their credit to 
buy Treasury Notes, and then used the notes as the base for a further 
creation of credit. In addition to this, the Government insisted on 
following the traditional but entirely unnecessary practice of borrow- 
ing from the Bank of England whenever they were short of money, 
and as the war cost a great deal more than the taxes produced, they 
had to borrow very heavily. When in due course the Government 
paid out the money which they had borrowed and the recipients paid 
it into their own banks, the bankers immediately added it to the base 
on which they built their pyramids of credit. The Committee on 
Currency and Foreign Exchanges which was appointed after the war 
explained the whole process very clearly, and in view of the disastrous 
results which were to follow we consider it advisable to quote their 
Report at some length. There should be no room for misunder- 
standing as to what really happened. 

“Suppose, for example, in a given week the Government require 
£10 million over and above receipts from taxes and loans from the 
public. They apply for an advance from the Bank of England, which 
by a book entry places the amount required to the credit of public 
deposits. The amount is then paid out to Government creditors, 
and passes, when the cheques are cleared, to the credit of their 
bankers in the books of the Bank of England—in other words, is 
transferred from ‘Public’ to ‘Other’ deposits, the effect of the whole 
transaction thus being to increase by £10 million the purchasing 
power in the hands of the public in the form of deposits in the joint 
stock banks and the bankers’ cash at the Bank of England by the 
same amount. The bankers’ liabilities to depositors having thus 
increased by £10 million and their cash reserves by an equal amount, 
their proportion of cash to liabilities (which was normally before the 
war something under twenty per cent.) is improved, with the result 
that they are in a position to make advances to their customers to an 


* “Inflation" Professor J. S. Nicholson, Encyclopaedia Britannica: 12th Edition. 
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amount equal to four or five times the sum added to their cash 
reserves, or, in the absence of demand for such accommodation, to 
increase their investments by the difference between the cash recéivéd 
and the proportion they require to hold against the increase of their 
deposit liabilities. Since the outbreak of war it is the second pro- 
cedure which has in the main been followed, the surplus cash having 
been used to subscribe for Treasury Bills and other Government 
securities. The money so subscribed has again been spent by the 
Government and returned in the manner described to the bankers’ 
cash balances, the process being repeated again and again, until each 
£10 million originally advanced by the Bank of England has created 
new deposits representing new purchasing power to several times 
that amount”, 

Throughout the war the banks made full use of their opportun- 
ities to create credit: they then used it to buy War Loan and other 
Government securities or to make private loans, When the war ended 
they held about £360 million more than they had held when it began, 
while their loans of various kinds had risen from £540 million to 
£1,263 million. It thus happened that one result of the war which 
nobody had expected was that the country found itself compelled to 
pay a vast annual tribute of interest to the banks. 

Although the wartime governments certainly failed badly in the 
supervision of finance, they at least had the excuse that they had 
other things to think about. It is not however so easy to excuse the 
almost unbelievable mistakes which were made after the war. The 
position was that the internal war debt totalled about £6,000 million, 
and a great deal of it was owed, either directly or indirectly, to the 
banks. If the debt had been more or less evenly spread over the whole 
country it would have been an entirely different matter, as debtors 
and creditors would then have been the same people; but of course 
it was not. As long as there was this great load of debt to carry it 
should have been clear that the only hope of keeping the country 
solvent and reasonably prosperous was to maintain an adequate supply 
of money, and moreover to ensure that it was allowed to circulate 
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freely. Above all it should have been clear that it would be fatal to 
reduce the volume of money in circulation until the debt had been 
reduced in proportion. But this was exactly what the government 
did: they reduced the supply of money until the pound had doubled 
in value, and left the debt untouched. The experts—that is, the Bank 
of England, who had their own reasons for wanting the gold standard 
—were insistent that we should get back to it as quickly as possible, 
and the Government meekly did what they told them to. By 1925 
the price level had fallen fifty per cent. and it was considered safe to 
return to gold. 

At that time Mr. Churchill was Chancellor of the Exchequer and 
he has given his own account of what happened: “When I was moved 
by many arguments and forces in 1925 to return to the gold standard, 
I was assured by the highest experts that we were anchoring ourselves 
to reality and stability, and I accepted their advice. But what has 
happened? We have no reality, no stability. The price of gold has 
risen since then by more than seventy per cent. Look at the enor- 
mously increased volume of commodities which have to be created 
in order to pay off the same mortgage, debt or loan. This monetary 
convulsion has now reached a pitch where I ain persuaded that the 
producers of new wealth will not tolerate indefinitely so hideous an 
oppression”, 

In the post war world there were plenty of factors unfavourable 
to British exports, and it might have been supposed that the Govern- 
ment would do everything in their power to ensure that manufacturers 
could at least rely on a good home market. But nothing, it seemed, 
was allowed to delay the return to the gold standard. The natural 
result of their policy was the Great Depression. There was never 
the slightest mystery about its causes. The country was paying large 
sums of interest to the banks, either directly as interest or indirectly 
as taxes which went to pay the interest on Government loans, and 
this meant that people had less money to spend. The home market 
therefore began to suffer: manufacturers could not sell their products; 
factories went on short time, and the unemployment figures began to 
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rise. Clearly the only way to put things right was for the banks to 
put the money back into circulation with the least possible delay so 
that the public could spend it. Unfortunately they did nothing of 
the Kind. They hesitated to increase their dividends at a time when 
so many people were suffering hardship. Bankers talked freely about 
this problem in private, though not of course in public. They 
appeared to be overwhelmed by the vast sums of money which were 
pouring in. Eventually they decided on a course of action which they 
hoped would put everything right without attracting too mucli atten- 
tion. They began to buy up building sites in every town in the 
country, selecting the best they could find, usually on corners. They 
built innumerable new branches, and in addition to this they built 
palatial head offices in the City. But building new banks was hardly 
the best or quickest way to get the money back into the pockets of 
the people who had parted with it. It was better than nothing, but 
it was not enough. 

Meanwhile the unemployment figures continued to rise until in 
1930 they nearly reached three million. The industrial areas pre- 
sented a depressing spectacle. Many firms with famous names and 
long histories found themselves unable to carry on, and the shop- 
keepers suffered nearly as much as the workmen who had lost their 
jobs. In the end whole districts were living on the dole; the De- 
pressed Areas had appeared. The frustration and suffering were 
beyond all calculation. 

A great deal has been written about the causes of the Great 
Depression, but remarkably little has been said about the one-way 
traffic of money to the banks. It was apparently considered tactless 
to draw attention to it. But when every possible allowance has been 
made for every other factor, it is impossible to escape the conclusion 
that this traffic was the principle one. The reduced demand for our 
exports explains a great deal, but not everything. It does not, for 
instance, explain why in the home market firms and individuals with 
goods or services to offer suddenly found themselves unable to ex- 
change them with each other in the traditional manner; the problems 
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of international trade had nothing whatever to do with it. But there 
was no need to look far for the reason. In the present age the ex- 
change of goods and services can only be carried out by the use of 
money, and if there is not enough of it to go round it follows that 
there will be fewer exchanges. Trade cannot be carried on without 
an adequate supply of money. Everything needed for production: 
machines, skilled workmen, land, farmers, were there, ready and wait- 
ing to play their parts, but the essential link between them, money, 
was missing. The country had moved too far from the age of barter 
to find its way back, and although a number of barter schemes were 
in fact launched, nobody imagined that they were going to make up 
for the missing money. The Great Depression was no “Act of God 
or the King’s Enemies”; it was the inevitable result of twenty years 
of monetary folly. 

Strangely enough, it was the King’s Enemies who finally brought 
the Great Depression to an end. We have seen how the Victorians 
were lucky to obtain enough money from outside the banking system 
to enable them to pay the banks’ interest charges and therefore remain 
solvent. What really saved them was of course the fact that the miners 
were not money-lenders; if interest-free paper money had appeared 
instead it would have done just as well. In the late nineteen thirties, 
when re-armament began in earnest, money of this kind did in 
fact appear. Government spending introduced vast sums of debt- 
free money into the economy, and although the banks used part of 
it as the base for further creation of credit, the flow of money was so 
great that there was never the slightest danger of a breakdown. In 
fact the only danger was that, instead of there being too little money, 
there would be too much. This state of affairs continued throughout 
the war; and when the war was over the Welfare State appeared and 
the flood of money continued unabated. 

Eventually, as we know, the volume of money rose to a fantastic 
level, but as long as the tap was kept running, everybody who was not 
trying to live on a fixed income was perfectly happy; pensioners and 
others whose incomes did not keep pace with prices were not so happy. 
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But the feverish prosperity suited most people, and many were simple 
enough to believe that the printing press was the answer to all our 
problems. It was not however long before the less pleasant results 
of inflation began to appear. The abundance of money not only drove 
up prices, but it created an exaggerated demand for labour, with the 
result that the vital exporting industries, who had to keep their prices 
reasonably near the world level, were unable to get all they needed. 
The trade balance turned heavily against us, and the pound'was de- 
valued. The fall in the value of the pound made a mockery of savings 
and the gilt-edged market began to collapse. Gradually the country 
realized what inflation meant, and on all sides it was agreed that it 
must be stopped without delay. 

The trouble was that there appeared to be no way of stopping 
inflation without landing the country in another depression. How- 
ever dangerous it might be to allow the rise in prices to continue, it 
appeared to be even more dangerous to try to stop it. For a long 
time nobody even dared to use the word deflation; the Great 
Depression had not been forgotten. It was finally decided that the 
best course was to keep the supply of money at or about the existing 
level, and it was hoped that if this were done prices would remain 
steady. But unfortunately this did not work out as the Government 
hoped it would. Although the supply of money was restricted, prices 
went on rising as fast, or nearly as fast, as before and it became clear 
that inflation could, as it were, continue under its own steam. The 
reason for this is very simple: the more money there is about the 
faster people are likely to spend it, and when a pound note is used 
to make two purchases in a day instead of one, the effect on prices is 
exactly the same as if two pounds were being used to make one pur- 
chase each. What made the problem even more intractable than it 
need have been was the general observance of the taboo on the whole 
subject of credit-money and interest charges. 

Finally the Government appointed a committee of eminent men, 
with Lord Cohen as chairman, in the hope that they would help to 
solve the problem. But so far they have given little if any reason to 
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believe that they have found the answer. They agree, in fact, with 
Mr. Heathcoat Amory that the best we can do is to try to maintain 
a precarious balance between inflation and deflation. A typical 
passage from their reports—it occurs in the second—is “the dangers 
of inflation have only been scotched, not killed”; and again, “past 
experience suggests that any substantial revival of demand may well 
be accompanied by renewed threats to price stability”. So the pros- 
pect they offer us is not exactly a cheerful one: we must apparently 
continue to pick our way as best we can between the two dangers 
which are constantly threatening us, and which, if the Committee are 
right, are likely to remain with us for the rest of our lives. 

It is strange that hardly a voice has been raised in protest against 
this depressing verdict. The objections to the Committee’s reports— 
and there have been plenty of them—mostly came from those who 
accepted their general conclusions but parted company with them 
over the issue whether we should regard inflation or deflation as our 
chief danger at the moment. The Trade Union leaders were particu- 
larly angry with them; Mr. Will Carron, President of the Amalgam- 
ated Engineering Union, denounced their “retrograde suggestions” 
and maintained that the Trade Union Congress were clearly right to 
have nothing to do with them. Up and down the country the debate 
between the inflationists and the deflationists continues as briskly as 
ever, and under the circumstances there seems little reason why it 
should ever stop. As long as the choice which we are offered is only 
one between two evils, it seems highly improbable that everybody 
will make the same choice. 

Yet in spite of the impressive array of arguments produced on 
either side, it is difficult to believe that we have really been con- 
demned to spend our days dodging about between deflation, which 
means having too little money, and inflation, which means having 
too much. Why, where money is concerned, should there be no 
golden mean, no sensible middle way between deficiency and excess? 
Surely there must be something wrong? When a problem appears 
to have no reasonable solution it is permissible to doubt whether it 
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has been accurately stated. Are we perhaps trying to do a puzzle 
when some of the pieces do not belong? So before we go any further 
we had better make sure that the pieces we have got are the right 
ones: we had better examine the monetary system which is producing 
such strange and unsatisfactory results, Fortunately there is no need 
to thread our way through the vast maze of detail which might almost 
have been designed for the purpose of discouraging people from en- 
quiring too closely into the nature of our money. All that is necessary 
is that we should clearly understand the general principles on which 
the system works. 

If an examination of the monetary system is to produce results 
of real value, it is essential that it should cover a period long enough 
to allow us to see things in their true perspective. If it is confined 
to the present and the recent past, the most that we can expect from 
it is a detailed description of the trees, but we are not likely to learn 
very much about the wood. We will therefore choose as our starting- 
point the year 1844, when the Bank Charter Act became law. As we 
know, this Act established a system in which money was mainly gold, 
but authorized the Bank of England to add a strictly limited amount 
of paper money in the form of bank notes. But as the Bank was 
obliged to redeem these notes in gold they were in effect only under- 
studying gold. Even when the joint stock banks began to use their 
credit as a form of money transferred by cheque they were still bound 
to pay their depositors in gold if they asked for it. Thus in theory, 
and largely in practice, our money was gold, and so it remained until 
1914. At that time no less than sixty-six per cent. of bank notes 
were actually backed by gold. 

The Act of 1844 is of course a dead letter: the Radcliffe Report 
confirms that “The Central Principles of the 1844 legislation have 
been discarded. The note issue has been completely detached from 
the gold reserve”. But the reason why a knowledge of this Act is 
important is that every major change made in the course of the last 
century is the result, either direct or indirect, of our abandonment of 
its central principle, the link with gold. If we remember this we 
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will find no difficulty in understanding a great many things which 
might otherwise appear incomprehensible. 

In England we have always had an amiable weakness for preserv- 
ing traditional forms long after they have lost their original meaning; 
and this is exactly what we have done with our money. As long as 
the gold was there, the amount of “cover” provided for the various 
forms of paper money was obviously a matter of considerable import- 
ance; but today, when as far as money is concerned the gold is nothing 
but a beautiful memory, we still keep up the pretence that we are 
providing cover. Thus the Bank of England Returns show that the 
Note Issue is covered by Government securities, and although this 
may perhaps impress people who do not look too closely, all that it 
really means is that one kind of government paper is being covered 
by another kind. As they both draw their value from the same source, 
it follows that if one were to lose it the other would lose it too. 

The position is therefore that our bank notes reach us from the 
printing press, their only cover consisting of something of no more 
value than themselves. As the banks are obliged to give their deposi- 
tors notes if they ask for them, it follows that the number in circula- 
tion depends on the demand for them, and this again depends on the 
amount of credit-money in existence at the time. The supply of notes 
is therefore adjusted to the volume of credit-money, instead of, as 
formerly, the other way round. Credit-money is the form of money 
most widely used today. In theory it is covered by the banks’ reserves, 
but as most of these are represented by investments and loans of one 
kind and another, which could not be turned into cash at a moment’s 
notice, the only part which is immediately available is the small pro- 
portion—now only about eight per cent.—which is made up of notes 
and coins and the balances which the banks keep with the Bank of 
England. The reason why these balances rank as cash is very simple. 
Just as anybody can go to his bank and ask for the money which he 
has deposited to be paid to him in notes, so the banks can ask the 
Bank of England for the amount of their deposits in notes. Not only 
does the Bank of England keep a large supply of notes in reserve, but 
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it can do what nobody else can do: it can print more. In fact it 
keeps its own printing works for the purpose. 

Notes, coins and their balances with the Bank of England are 
known as the banks’ cash reserve. As the name implies, these took 
the place which gold had previously filled in the monetary system, and 
became in turn the regulator of credit. Thus the amount of credit- 
money in the country depended on them, and as long as everybody 
remembered that they represented gold, all went well, When the 
Bank of England wished to restrict credit it took steps to reduce the 
balances which it held for the other banks, the usual method being 
known as “open-market operations”. The Bank would sell securities 
in the market, the purchasers would write cheques on their own banks, 
and when the Bank received them it would deduct the amounts from 
the balances. As these balances formed the greater part of the other 
banks’ cash reserves, it was a comparatively simple matter to reduce 
them whenever it was considered that they were being too free with 
their credits, It was equally possible to reverse the process and thus 
enable the banks to expand their credits again. 

It is difficult to believe that in their new, non-metallic form the 
banks’ cash reserves would have continued indefinitely to command 
the respect which had always been accorded to gold. For gold was gold 
—there was nothing else like it—while figures in a ledger and notes 
which could be printed overnight belonged to an entirely different 
order of things; the coins were a minor item, and in any case they 
were only made of nickel. If it had not been for the war, and the 
vast increase both in notes and credit which it brought, it is possible 
that the new cash reserves might still be regulating the supply of 
credit, but there are good reasons for doubting it. For in addition 
to the flood of new money in every form, other powerful factors were 
working to undermine it. First, there was now a new generation of 
bankers who knew nothing about gold and for whom the words “cash 
reserve” therefore failed to command the old respect; and secondly 
—we will use the words of the Radcliffe Report—‘“‘the forces making 
for expansion of bank advances are very strong”. 
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As long as the cash reserve in its new form continued to regulate 
the supply of credit, bankers observed the old “twelve per cent. rule” 
by which they held twelve pounds of cash against every hundred 
pounds of deposits. But when at last the inevitable happened and 
cash ceased to be the effective regulator, the actual size of the reserve 
was no longer of great importance, and in 1946 the figure was reduced 
to eight per cent. The Radcliffe Report is perfectly explicit about 
this. “There has been no attempt in the post-war period to operate 
on the banking position by limiting the supply of cash: the banks 
have always been automatically provided with whatever was necessary 
to make their cash ratios fit the eight per cent. rule imposed since 
1946”. 

What, then, took the place of the cash reserve as the regulator of 
credit? The Radcliffe Report tells us: “the credit-creating capacity 
of the banks is limited by the ‘30 per cent. liquid assets convention’ ”; 
and again, “the liquid assets of the joint stock banks are today their 
effective credit base; an increase in the amount of liquid assets in the 
banking system may therefore make possible an increase in the banks’ 
lending to the public”. The liquid assets which are now accepted 
as the regulator of credit are made up as follows: first there is the 
original eight per cent. of cash; there is approximately the same 
amount in “money at call”, and the balance, which is usually a little 
less than half the total, consists of bills discounted, of which about 
nine tenths are Treasury Bills. “Treasury Bills have a special signifi- 
cance in that when held by a clearing bank they are ‘liquid assets’ 
for the purpose of the liquid assets ratio”. But as the banks are free 
to buy as many Treasury Bills as they can pay for—and that is a 
great many—it soon became clear that within wide limits they could 
expand their holdings of liquid assets pretty well at will. ‘The man- 
agement of their ‘liquid assets’ (minimum 30 per cent. in March each 
year) causes little trouble to the banks. An individual bank has to 
be prepared to reinforce its liquid assets by selling investments, and 
it can run down its liquid assets in order to buy investments. The 
composition of the liquid assets is also managed very easily: it is a 
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purely technical task to be coped with day by day”. Thus the real 
meaning of the new convention was that for all practical purposes 
the control of the supply of credit had been transferred to the banks 
themselves, The last trace of the system of 1844 had indeed dis- 
appeared, 

What, then, remained to set a limit to the creation of credit- 
money, with the notes which accompany it, and to prevent the banks 
flooding the country with money on a scale which had not been seen 
since the days of the South Sea Bubble? Why, in fact, has inflation 
not gone even further than it has? At the date when the Radcliffe 
Committee issued their report the answer to this question was a very 
simple one: the banks were unable to find any more suitable 
borrowers, “The banks remain in this position of feeling that they 
could comfortably lend more on overdraft if only they could find 
more credit-worthy customers”. The Report describes all their 
efforts to find more borrowers by such means as granting credit for 
exports, building tankers and making personal loans for the purchase 
of cars and other things. It leaves in fact no room for doubt that 
the final decision as to how much money we are to have was being 
left to the banks’ customers, the public. It was certainly a strange 
development. We had travelled a long way from the days when a 
banker would hardly dare to make another loan before he had checked 
the amount of gold in his vaults. We had travelled so far that we 
appeared to have reached the end of the road. 

When the Radcliffe Committee issued their report, in August 
1959, the Government had already been trying for nearly eight years 
to restrain the banks, They had begun towards the end of 1951 by 
raising the Bank Rate and issuing a series of “hints from head- 
quarters”, but these had little effect and early in 1952 they raised 
the Bank Rate again, this time more sharply. Bank advances now 
began to decline and in the following year the “squeeze” was relaxed, 
whereupon the advances shot forward again. In June 1955 the Chan- 
cellor of the Exchequer requested the banks to make “a positive and 
significant reduction in their advances”, and a year later he took “the 
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unprecedented step” of summoning the leading bankers to the 
Treasury and lecturing them in person. In 1956 it was considered 
safe to give the banks their freedom again, but the rise in advances 
was so great that in 1957 the squeeze was renewed in an exception- 
ally severe form, the Bank Rate being raised to seven per cent. When 
it was removed in the following year bank advances increased by 
£382 million. The total increase since 1952 was no less than £586 
million. 

We have already seen how bank advances tend to perpetuate 
themselves, and even to increase, for although a customer may not 
wish to borrow more, if he is unable to meet his half-yearly interest 
charges they are added to the total of his loan. These half-yearly 
charges now amount to nearly £90 million and it is estimated that 
between a third and a half of this sum is added to the total of ad- 
vances. This is all new money, and in its effect on the economy it 
only differs from the original loan in that it is put into circulation 
by the banks—when the loan is eventually repaid—instead of by their 
customers. Sooner or later these interest charges will be added to the 
existing volume of purchasing power and will increase the forces 
making for inflation. Thus the authorities are faced with a situation 
in which not only are the banks constantly exerting pressure to in- 
crease their advances, but the advances already made are often found 
to be generating a second pressure on their own. 

When we described the origin of the Trade Cycle we explained 
how the banks gave the wheel its first upward turn with their loans, 
and how the interest charged on them then helped to give it a second 
one. The Radcliffe Committee remind us that their predecessors the 
Macmillan Committee preferred to describe the Cycle as the “Credit 
Cycle”, which is certainly more accurate. But whatever name we 
call it by, it is clearly the same old enemy which has been plaguing 
us intermittently for two hundred and fifty years, and the forces be- 
hind it are still the same. 

The Radcliffe Committee paid a great deal of attention to the 
problem of limiting the banks’ powers to create credit. Their report 
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points out, for instance, that “the authorities can impose a substantial 
penalty on banks that wish to expand advances by running down in- 
vestments ... This is a conceivable way of deterring the banks 
from fully satisfying the demand for advances . . .”. But the Com- 
mittee made it clear that they were not very hopeful ‘that it would 
be possible to stop the banks before they had achieved their objective 
and become “fully-lent”; they appeared in fact to be resigned to await 
the day when the “successful exertions by the banks to expand ad- 
vances, if they approach the position of a generation ago, will help 
to restore the power of the authorities”. 

After reviewing in great detail the present situation, the Radcliffe 
Committee returned to our own starting-point, the Act of 1844. “The 
1844 legislation, despite all its shortcomings, was one of the pillars of 
the English monetary system, and has left its mark on later statutes 
even until quite recent times. We are in effect looking for some 1959 
successor to this traditional restriction of the note issue: some statu- 
tory assurance, fitting to the view we have taken as to how the mone- 
tary system works, that a collapse in the value of the pound will not 
be allowed to occur”. But they admit that they have not succeeded 
in finding what they were looking for and the reasons which they 
give for their failure are very interesting. “It is frequently suggested”, 
they say, “that the solution is to find some up-to-date close parallel 
with the restriction of the note issue: some way of restricting by 
statute the supply of money”. But the Committee show a strange 
reluctance to examine the sources of the supply, and they prefer to 
turn their attention to the money which “is already there”, or as they 
usually put it, “the whole liquidity position”. Their anxiety to prove 
that it is the money already in existence which is the cause of the 
trouble leads them to make some remarkable statements. For instance: 
“Though we do not regard the supply of money as an unimportant 
quantity, we view it as only part of the wider structure of liquidity 
in the economy. It is the whole liquidity position that is relevant to 
spending decisions, and our interest in the supply of money is due to 
its significance in the whole liquidity picture.” What matters, it 


68 


What Money is 


seems, is only the water which is already in the bath: we must con- 
centrate our attention on that rather than on the tap through which 
it is still pouring in. And again: “In a highly developed financial 
system the theoretical difficulties of identifying ‘the supply of money’ 
cannot be lightly swept aside. Even when they are disregarded, all 
the haziness of the connection between the supply of money and the 
level of total demand remains: the haziness that lies in the impossi- 
bility of limiting the velocity of circulation”. It is far from clear 
what these difficulties are, but it appears that the system is considered 
in some way responsible for them: while as regards the complaint 
that it is impossible to limit the velocity of circulation, we must point 
out that the Committee base this conclusion on their study of our 
monetary history for only eight years, and these happened to be the 
years when inflation was at its peak. If they had extended their study 
to cover a longer period they would have found that the velocity of 
circulation varied with the condition of the currency. For when 
people see their money losing its value they naturally hasten to spend 
it as quickly as possible. At the height of inflation in Austria after 
the first world war, whenever a notice appeared in the banks showing 
that the exchange rate of the krone had fallen again, people could be 
seen running to the shops before they had time to put up their prices, 
But when money is stable, not only is there no urgency to spend it, 
but people realize that it is worth saving. There is therefore every 
reason to believe that when we restore confidence in the currency the 
velocity of circulation will settle down and follow an established 
pattern. 

Towards the end of their chapter on the Influence of Monetary 
Measures the Committee use words which can only mean that the 
real obstacles to reform—the factors which defeat all their efforts to 
find “some way of restricting by statute the supply of money”—are 
to be found in the monetary system itself. For what they say is this: 
“In addition to the adaptability of the financial habits of the private 
sector, we cannot assume an absence of ingenuity on the part of a 
Government determined to spend but circumscribed in its borrowing 
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powers”. If the system had been reformed on the lines suggested by 
Ricardo neither the private sector, however adaptable it might be, nor 
the government of the day, however anxious to spend, would have 
been in a position to influence the supply of money. If Peel had 
taken Ricardo’s advice, the Radcliffe Committee would have had an 
easier task. 

The Committee finish the chapter on an unmistakable note of 
disillusion and defeat. ‘But no statutory restrictions, no standing 
machinery, can constitute real protection; the only sure foundation for 
confidence lies in an informed and understanding public opinion 
supporting a Government that keeps in balance the various objectives 
we have discussed in Chapter II”. If this were in truth the last that 
could be said about our money, we would clearly have little reason 
left for hope of any kind. For where money is concerned we have 
never possessed anything which could be described as an informed 
and understanding public opinion; while as regards the objectives 
which the Government must keep in balance, it appears that the task 
might well prove to be beyond the power of any government, how- 
ever gifted. For the Committee themselves admit that “there are 
serious possibilities of conflict between them”. Thus what they are 
really offering us amounts to this: our only hope of monetary stability 
depends on the fulfilment of two conditions. First, we must acquire 
something which does not exist and has in fact never existed; and 
secondly, our government must be successful in performing a task 
which the Committee clearly regard without very great confidence. 
It looks, in fact, as if what we need is not only one miracle, but two. 

Faced with a situation of this kind, a government pledged to 
fight inflation had the choice of two courses. They could either 
reform the monetary system and eliminate the weaknesses which were 
at the root of the trouble; or they could keep the system with all its 
imperfections and hope that by the exercise of constant vigilance and 
ingenuity they would be successful in restraining the banks and keep- 
ing the issue of credit-money within reasonable limits. Unfortunately 
they chose the second course. 
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We know the results of the Government’s decision only too well, 
and we have become accustomed to the monotonous sequence of 
boom and squeeze, in which the booms tend to become shorter and 
the squeezes longer. Between the squeezes the banks push out their 
credits as vigorously as ever; in the course of a single year, from 
May 1959 to May 1960, bank advances rose by no less than £777 
million, bringing the total to £3,457 million. This rise forced the 
Government to recognize that their traditional weapons, higher bank 
rates and directives to the banks, could no longer be relied on and 
they therefore produced a new one known as Special Deposits. The 
banks were now required to transfer one per cent. of their deposits 
with the Bank of Engiand to a special account where they would no 
longer rank as liquid assets which could be used as the base for new 
loans. As soon as the first sum had been transferred, in June 1960, 
the banks were ordered to make a second deposit, also of one per 
cent. These two deposits reduced the banks’ liquid assets by about 
£140 million, but they soon replaced the greater part of it by selling 
£120 million of their investments. 

The persistent pressure of the banks to extend their loans, and 
the counter measures taken by the Government to prevent them, 
combined to produce a state of affairs which has been described as a 
“stop-start-stop” economy; it has also been said that what we are 
suffering from is an attack of financial hiccups. The general picture 
is that of a ding-dong unending struggle between “the authorities” 
and the banks. Sometimes one side appears to be winning, some- 
times the other; the real victims are the non-combatants, who always 
lose. These are the unfortunate men whose task it is to manage our 
industries and make plans for their future development. The big 
and powerful firms are not as a rule seriously affected as they are 
able to finance their capital expenditure out of their own resources, 
but thousands of smaller firms, many of them engaged in specialized 
branches of engineering, have suffered severely from high interest 
charges and even more from the atmosphere of uncertainty. For 
uncertainty is the greatest enemy of confidence, enterprise and initi- 
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ative, and these are the things which we must have if we are to keep 
ahead—or even abreast—of our competitors in word markets. 

The Radcliffe Report warned us more than once what was hap- 
pening. “The light engineering industries have been frustrated in 
their planning, and the public corporations have had almost equally 
disheartening experience. That these two should be the ‘residuary 
legatees’ for real resources when sharp adjustments were called for 
is not a comforting thought. It is far removed from the smooth and 
widespread adjustment sometimes claimed as the virtue of monetary 
action; this is no gentle hand on the steering wheel that keeps a well- 
driven car in its right place on the road”. And again: “It is the very 
fast-growing companies that are most exposed to the state of financial 
markets, This is a reminder that restrictive measures aimed through 
the financial markets are bound to hurt most those parts of British 
industry that are growing most rapidly, a category that may be pre- 
sumed to include many of the ‘progressive elements’”. There is 
therefore no mystery about the failure of our exporting industries to 
Keep abreast of their foreign competitors; it is the inevitable result 
of the Government’s failure to allow them to expand without con- 
stant interruptions, and penal rates of interest when they borrow. It 
would be comforting to think that the men who direct Russian in- 
dustry were handicapped in the same way, but the available evidence 
makes it alarmingly clear that they are not. 

“We must all be in this export game”, says Mr. Macmillan. 
“There is a very real need to do better”. There certainly is; but it 
would be easier to feel confident if Mr. Macmillan had discovered 
that what industry needs is not exhortation, but release from the 
handicap which the restrictive practices of the monetary system are 
now imposing on it, 

In these days of increasingly stern competition nobody who 
wishes to see this country prosper will question the need of keeping 
our factories up to date, and with the evidence which is now avail- 
able it is no longer possible to doubt that the real obstacles to pro- 
gress are to be found in our antiquated monetary system. If we stand 
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back and consider it objectively we will be compelled to admit that 
there was never any reason to believe that it would do the job which 
we expect it to do. It was not designed for the purpose, and for that 
matter it can hardly be said to have been designed at all. And when 
we seek to define the principles on which it works, the only accurate 
description is that they are little more than those of a balance of 
power between two opposing forces, the “authorities” and the banks. 

What our industries need is a carefully regulated supply of 
money, neither too little nor too much, and above all not subject to 
sudden fluctuations, Clearly this should be decided by the experts 
after a careful assessment of our needs; but although they doubtless 
make such assessments, the amount of money which is actually avail- 
able at any moment will probably be found to depend, not on their 
decisions, but on the state of the tug-of-war between the authorities 
and the banks. We must therefore face the fact that in its present 
form our monetary system is not capable of giving the country the 
service which it needs and which it is entitled to expect. It is even 
misleading to call it a system: it is a haphazard, hit-and-miss affair 
which has no place in the modern world. It is in fact a rather dis- 
reputable survival from an age when a great many things went on 
which would not be tolerated today. 

Our monetary system is as much a relic of the past as are our 
winding roads which are another, though far less serious, drag on 
our efficiency. Like the system, they came into existence piece-meal 
and without a plan, twisting and turning to suit the wishes of the 
local land owners. They may have served their purpose well enough 
in the leisurely days of horse traffic, but their endless bends and 
corners can now reduce the speed of modern cars to little more than 
that of stage coaches. The modern, progressive industries on which 
our future depends can be compared to the new powerful cars which 
are only allowed to reach their full performance for a few minutes 
at a time: an occasional brief spurt, and the driver has to apply the 
brakes again. If he wants a road where he can travel mile after mile 
at a steady speed with his foot on the accelerator, he must go to the 
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M.1. That is indeed a modern road, built for modern cars and 
modern speeds. What we need now is a modern monetary system 
which will make it possible for our industries to show what they too 
can do when they are given a chance. 
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WHAT MONEY SHOULD BE 


T IS ALWAYS EASIER to criticize things than to explain how to put 
them right, but in the case of money it happens that the criti- 
cisms largely suggest their own answers. We have shown that the 
only proper function of money is to act as a medium of exchange 
between buyers and sellers, and that whenever it was interfered with 
there was invariably trouble. We have also shown that it is being 
interfered with very seriously indeed: instead of being allowed to do 
its job in peace, it is being made to earn profits for the banks just as 
formerly it was made to earn them for unscrupulous rulers, This is 
not only interference of the worst possible kind, but it is being prac- 
tised on an astronomical scale: the total figure of the banks’ advances 
today* is about 3,500 million. The sooner this interference is stopped 
the better. Fortunately the question of how to stop it presents no 
problem. All that is necessary is to restore the Prerogative of Issue 
to the State, to which it rightly belongs, and from which it should 
never have been removed. Looked at objectively, the present position 
appears fantastic. We have allowed private institutions to usurp the 
right to issue our money, and to make a profit out of it, 

In addition to being the proper authority to issue money, it 
happens that the State is the only one in a position to do it in the 
right way: that is, by spending. For it is essential that money should 
enter the economy free of interest charges. It should first make its 
appearance as a payment, not as a loan; it should be spent, not lent. 
The State is the only institution which spends on a big enough scale 
to be able to do this, and if it should be necessary to withdraw money 
from circulation it could employ the existing machinery of taxation. 


* 1960. 
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As soon as the issue of money is restored to the State, exploitation 
will automatically cease. The profits of issue—that is, the difference 
between the cost of entering figures in a bank ledger and what the 
sum which they represent will buy—would belong to the State, and 
they would provide a welcome relief for the tax-payer. 

Our first proposal is therefore that money should be issued by 
the State, and that it should be done in the traditional way, by paying 
it out in return for goods supplied and services rendered. It would 
be used to pay the Forces and the Civil Service and all those who 
supply the State with its multifarious needs. The next question to 
decide is what qualities it should possess, and this in turn depends 
on the purposes for which we intend to use it. These, it is generally 
agreed, are as follows: it should be a medium of exchange, a store 
of value and a measure of value. At present it only performs the 
first of these tasks successfully: where value is concerned it has been 
a dismal failure. In the last twenty years the pound has lost over 
two-thirds of its value; if it was worth 20/- in 1938, it is only worth 
6/6d. today.* We must therefore begin by finding a means to ensure 
that the pound will keep its value. 

The best way to tackle this problem is to begin by deciding what 
we mean by “the value of the pound”. Until recently it was gener- 
ally believed that it had something to do with gold, and it is possible 
that this myth still lingers on. But the gold has gone, and for a 
good many years now the value of the pound has depended on one 
thing only: what it will buy. If anybody should feel inclined to 
question this, he should try to picture what would happen if the fac- 
tories and farms were suddenly to stop working. In a few weeks, at 
most, there would be nothing to buy, and although there might be 
as many pound notes as before they would be valueless. We can 
therefore take as our starting point the fact that the pound derives 
its value from what it will buy, and from nothing else. 

Once this fact is accepted, the problem is as good as solved. All 
that is required is to ensure that the pound will always buy the same 


* 1960. The value of the pound has now remained stable for three years. 
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quantity of goods. This means, in practice, that the number of 
pounds in circulation and the quantity of goods and services on the 
market must keep in step with each other; if one increases or decreases 
the other must do so too, so that the price level, which represents 
the balance between them, will not be upset. There are two ways in 
which this can be done: we can either allow the pound to set the 
pace and make goods conform, or we can do it the other way round 
and make the pound conform to goods. When we restored the gold 
standard in 1925 we did the former, and as the pound was then tied 
to gold, it meant in practice that the supply of goods all over the 
country was regulated by the amount of gold in the vaults of the Bank 
of England. The result, as we know, was disastrous: it was said that 
“we were being crucified on a cross of gold”. But as there is no 
longer any question of using gold to regulate the supply of money, 
it. seems that the obvious course would be to reverse the order and 
allow goods to do it instead. Common sense clearly demands that 
goods should take priority and set the pace; and when we look back, 
it seems incredible that we ever allowed anything else to happen. Like 
the Victorians, we too had a blind spot about money. We too have 
allowed it to become our master instead of our servant. 

As the gold standard finally collapsed in 1931, it may well be 
asked what we have been using to regulate the currency for the last 
thirty years or so. The answer is, nothing: there has been no regu- 
lator. We have had what js euphemistically called “a managed 
currency”, which appears to mean that we have been trying to manage 
without a regulator. As the pound has lost two-thirds of its value in 
this period we can take it that the experiment has not been a success. 

When Sir Winston Churchill apologized to the country for the 
mistake which he made in 1925 when he sanctioned the return to the 
gold standard, he told the House of Commons that he was “assured 
by the highest experts that we were anchoring ourselves to reality 
and stability”. If the experts had advised him to base the pound on 
goods instead of on gold, then we would in truth have anchored our- 
selves both to reality and stability and Sir Winston would have had 
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no need to apologize. But if this was not clear in 1925, it is clear 
enough now. For as the first purpose of money is to serve as a 
medium for the exchange of goods, it is obvious that if we are even 
to keep within sight of reality we must make certain that there will 
be no interference with the process of exchange; we must ensure that 
nothing will be allowed to force money and goods apart, and that 
if one of them moves either up or down, the other must move with 
it. It happens that stability requires us to do the same, since if money 
and goods move together, prices will remain stable. Thus both 
reality and stability demand that money and goods should be linked 
together: and the obvious way to do this is to base money on goods 
in the way that formerly we based it on gold. Instead of the gold 
standard we would have a goods, or as it is more often called, a Com- 
modity Standard. 

Those to whom this idea is new may at first find it difficult to 
understand how money can be based on commodities, and it may 
perhaps be a help to picture the price-level as a see-saw, with com- 
modities—that is the things we buy—at one end, and money at the 
other. If we wish to keep it level, or in other words to keep prices 
stable, as soon as the end of the see-saw which is represented by goods 
begins to fall we must put more weight—or add more money—to the 
other end, or vice versa. It might not always be possible to keep the 
see-saw absolutely level, but we would certainly do a lot better than 
if we merely looked on and did nothing. 

We already have an efficient mechanism for recording changes 
in the price level, since the Cost of Living Advisory Committee issue 
monthly editions of the Index of Retail Prices, on which the cost of 
living bonus in a number of industries is based. The present form 
of the index might not be the best one for our purpose, and Professor 
Meade, who has recently published a carefully thought out and 
extremely valuable scheme for stabilizing the price level, considers 
that certain changes should be made. “The best price index to choose 
for our purpose would thus appear to be one which was specially con- 
structed to cover the selling prices of all domestically produced goods 
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and services except those subject to price control, excluding from 
such prices the import content of home production and indirect taxes. 
But, if some such index is chosen, there are powerful arguments in 
favour of taking the plunge and guaranteeing that it will not be 
allowed to rise above a given ceiling”.* 

The arguments in favour of a Commodity Standard appear to 
be unanswerable. To begin with, both inflation and deflation as we 
know them would disappear. If by inflation we mean too much money 
chasing too few goods, and if by deflation we mean the opposite, it 
seems reasonable to hope that we would have heard the last of them. 
If the supply of goods and the supply of money were to move together, 
either up or down, whatever else might happen, the relationship be- 
tween them would be maintained and the price level would therefore 
remain steady. Secondly, as soon as it was known that the price 
level would not be allowed to move in either direction, a number of 
powerful factors which at present tend to pull prices either up or 
down would begin to work for stability. What happens now is that 
as soon as prices begin to fall buyers hold off in the hope that they 
will fall further, and by holding off they therefore cause them to do 
so; while if prices are rising the opposite happens: everybody with 
goods to sell waits to see if they will rise further, and by withholding 
their goods from the market they make the rise continue. But if it 
were known that whatever happened prices would be maintained at 
a particular level, the moment they fell below it everybody would 
tush to buy before they had time to rise again, while if they rose 
above it, everybody would rush to sell. As Professor Meade says, 
“such speculative postponements and anticipations of private expend- 
iture would powerfully reinforce the actions of the authorities”. 

Another strong argument in favour of the Commodity Standard 
is that the thorny problem of keeping wages in line with production 
would begin to look very different if it were known that the amount 
of money available for wages would depend on the quantity of goods 
produced. While it would not be accurate to say that it would no 


* The Control of Inflation: Professor J. E. Meade. 
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longer be possible for wages to rise unless production rose as well, 
it would certainly be a big step in the right direction; restrictive 
practices would look less attractive if they were seen to be restricting 
the supply of money out of which wages were paid. ‘The truth is 
that where wages are concerned, Commodity Money would mean a 
welcome return to reality. In the past, when money and goods were 
still one and the same, nobody thought that the way to get more was 
to produce less. When medieval peasants received their wages in 
kind it never occurred to them to restrict the production of the stuff 
in which they were paid. 

Again, as soon as the world realized that the value of the pound 
had been stabilized, and that it would always buy the same quantity 
of goods in the British market, the position of sterling as an inter- 
national currency would be enormously strengthened. “A firm com- 
mitment to stabilize domestic prices would transform our balance-of- 
payments problems . .. Those deficits in the balance of payments 
which arise from an uncontrolled inflationary rise of prices, costs, 
and buying power within the United Kingdom would automatically 
cease; and this would be no mean contribution to the preservation of 
external equilibrium” .* 

It is however sometimes objected that under present conditions 
Commodity Money might land us in trouble over the balance of pay- 
ments. It is argued that if our prices were to be stabilized at a certain 
level and that foreign prices were then to fall, it would make Britain 
a good country to sell to but a bad one to buy from. At first sight 
this appears to be a real difficulty, but Professor Meade supplies the 
answer: “The answer to this difficulty is easy to find. The rate of 
exchange between the pound sterling and foreign currencies should 
be allowed to vary. If then there were some foreign shift of demand 
away from our products, the pound would depreciate somewhat; this 
would cheapen our exports in foreign currencies; and it would raise 
the price of our imports in sterling. This in due course would so 
expand our exports and contract our imports as to restore equilibrium 


* Op. Cit. 
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to our balance-of-payments. Meanwhile, if the pound threatened to 
depreciate excessively, speculators—firm in the knowledge that the 
sterling price of our own domestic output was to be held stable— 
would purchase sterling and thus support its value until the long-run 
equilibriating forces of the exchange-rate change had had time to 
restore our balance of payments”.* 

One interesting point about Commodity Money is that it would 
appear to represent a logical step in the evolution of money. By 
adopting it we would in fact be returning to the original principle on 
which money had evolved. The essence of this principle was that as 
far as possible money should keep its identity with the goods for 
which it was to be exchanged. Corn and cattle, gold and silver were 
all goods, and the only reason why the last two are not being used as 
money today was that the supply had fallen behind that of other 
products. If more mines had been discovered, and there had been 
enough gold and silver to go round, it would never have occurred to 
anybody to use anything else. It was the shortage of the precious 
metals which gave the goldsmiths their chance; they produced their 
notes at a time when the mercantile community was at its wits’ end 
for money and was therefore ready to jump at anything which would 
serve the purpose. 

The goldsmiths’ notes led us to forsake the old principle of 
identity between money and goods, and it is interesting to speculate 
what might have happened if they had never appeared, or if our 
ancestors had rejected them just as they rejected spurious coins, If 
they had remained faithful to the old principle they would presumably 
have looked about for some other metal sufficiently valuable to help 
out gold and silver. Copper was too cheap to be used as anything 
except pennies, but tin might have served the purpose for a while, 
though not for long. But when all the suitable metals were in use 
and the demand for money was still unsatisfied, they might well have 
decided that the only course was to turn to commodities other than 
metal, such as corn or spices or even tobacco. But these things would 
not have been easy to handle, and it is reasonable to suppose that before 
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long traders would have adopted the expedient of giving written orders 
to hand over so much of whichever commodity was being used as 
money at the moment; and if such orders had been written they would 
have been nothing more or less than Commodity Money. They would 
have been paper which derived its value directly from commodities, 
and although each order would only have applied to a specified amount 
of a particular commodity, such as a sack of pepper, instead of to 
commodities in general, the principle would have been the same. It 
is encouraging to know that if we adopt money of this kind we will 
be returning to an old and time-honoured tradition, and that instead 
of being the monetary cranks, those who believe in Commodity 
Money are the true purists. 

The next thing to decide is who should be responsible for the 
issue and control of this money. From Ricardo to Professor Meade, 
everybody who has considered this question has reached the conclu- 
sion that, whoever the actual monetary authorities might be, it was 
essential that they should enjoy the greatest possible degree of inde- 
pendence. We have seen how Ricardo proposed to place the con- 
trol of money in the hands of commissioners who, like judges, could 
only be removed by a vote of Parliament, and he emphasized that 
they must be completely independent of the government of the day. 
Professor Meade believes that the danger of political interference 
“might be met by some self-denying ordinance by the political parties, 
removing the stabilization policy from the ordinary political machine”. 
It would be better, we believe, to put money completely out of the 
reach of all politicians. What is really needed is that we should wake 
up to a sense of our responsibilities and make it our business to see 
that there is no more interference with our money. Public opinion 
is always ready to take a line about most things, but where money is 
concerned it is not only silent: it does not exist. It is our duty to 
guard our money as carefully as we guard the Crown Jewels, And we 
should not leave it in the charge of men who have other interests to 
think of. It is not fair to them, The report of the Parker Tribunal 
on the Bank Rate Leak brings this out very clearly. “It will be ob- 
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served that our inquiries into the dealings of Companies with which 
Lord Kindersley and Mr. W. J. Keswick were connected has focused 
attention on circumstances in which a Director of the Bank of Eng- 
land, who has other business interests, may find himself in a difficult 
and embarrassing position ... This raises a general and very import- 
ant question of policy . . .” There are in fact the best of reasons for 
not making either bankers or politicians responsible for the issue and 
control of money. This function should be reserved for a specially 
appointed body who would be charged with the task of maintaining 
the stability of the domestic price level. They should be as free from 
all interference as are the body who are responsible for our weights 
and measures. There would be no difficulty in finding men of the 
right calibre for this task. The Bench of Judges provides an excel- 
lent example of a body of men who are employed by the State but 
are completely independent of the government of the day and clearly 
not under its influence. 


The idea of a paper currency based on commodities is by no 
means new. It has in fact been put into practice several times and 
on each occasion it was completely successful. It may well be asked 
why we have not heard more of it: what happened? The answer is 
that the banks opposed it, and the more successful it was, the stronger 
became their opposition. In nearly every case the banks won. 

The first and probably the best known of these monetary experi- 
ments began in Guernsey in 1815. It was a year of considerable 
difficulty for Britain, and Guernsey was particularly hard hit. The 
States, as the Parliament of Guernsey is called, described the con- 
dition of the island in a paper addressed to the Privy Council. “In 
this island, eminently favoured by nature, nothing has been done by 
art or science towards the least improvement; nothing for the display 
or enjoyment of local beauties and advantages; not a road, not even 
an approach to the town, where a horse and cart could pass abreast; 
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and the deep roads only four feet six inches wide, with a footway of 
two or three feet, from which nothing but the steep banks on each 
side can be seen, appeared solely calculated for drains to the waters 
which running over them, rendered them ever yet deeper and 
narrower. Not a vehicle, hardly a horse kept for hire; no four- 
wheeled carriage existed of any kind, and the traveller landed in a 
town of lofty houses, confined and miserably-paved streets from which 
he could only penetrate into the country by worse roads, and left 
the island in haste and under the most unfavourable impressions. 

“In 1813, the sea, which had in former times swallowed up large 
tracts, threatened, from the defective state of its banks, to overflow 
a great extent of land. The sum required to avert the danger was 
estimated at more than £10,000 which the adjoining parishes subject 
to this charge were not in a condition to raise. The state of the 
finance was not consolatory; with a debt of £19,137 and the annual 
charge for interest of £2,390 the revenue of £3,000 left only £600 for 
unforseen expenses and improvements. Thus, at the peace, this island 
found itself with little or no trade, little or no disposable revenue, no 
inducement for the affluent to continue their abode, and no prospect 
of employment for the poor”. 

It was certainly a depressing picture. People were beginning 
to leave the island. Eventually a committee was appointed to con- 
sider the deplorable state of the Market. “Humanity”, it was said, 
“cries out against the crush which it is difficult to get out of; and 
against the lack of shelter for the people who, often arriving wet or 
heated, remained exposed for whole hours to wind and rain, to the 
severity of the cold and the heat of the sun”. 

The committee examined the situation and came to the con- 
clusion that further taxation was impossible. The alternative was to 
borrow money from the banks, but this would mean paying a high 
rate of interest which they could not afford, and éven if they found 
the money the debt would still be there. Then somebody proposed 
that the States should avail themselves of their ancient prerogative 
and issue their own money. At first the proposal was turned down, 
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but as they urgently needed £5,000 and had only £1,000 in hand, it 
was finally decided to issue £4,000 in one pound notes. 

The first creation of State money was so successful that it was 
soon followed by others. In all, the States issued £55,000 worth of 
notes which paid for the rebuilding of the market, the schools and 
several other public buildings, widening the streets and building new 
roads and sewers. In 1827 the Bailiff, Daniel de Lisle Brock, was 
able to speak of “the improvements which are the admiration of visi- 
tors and which contribute so much to the joy, the health, and well- 
being of the inhabitants”. Things had certainly improved since 1815. 

In 1830 the banks launched a counter-attack and began to flood 
the island with their own notes. The words which the Bailiff used 
when he addressed the States in 1836 are worth quoting. “No one 
has a right to arrogate to himself the power of circulating a private 
coinage on which he imprints for his own profit an arbitrary value. 
With these facts before our eyes we must realize the necessity of limit- 
ing the issue of paper money to the needs and customs, and the benefit 
of the community in general. Permission cannot be granted to certain 
individuals to play with the wealth and prosperity of society”. 

But apparently the States were unable to stop the banks issuing 
their notes, and eventually a compromise was reached. The States 
agreed to limit their own issue to £40,000, and it remained at that 
figure until 1914. After the first war this was increased to about 
£200,000, The notes were issued free of interest, and it is significant 
that the Great Depression never troubled Guernsey; there were no 
unemployed and the Income Tax was tenpence in the pound. The 
States’ notes are still circulating alongside Bank of England notes. 
Income Tax in Guernsey is now four shillings in the pound, and 
there are neither Super Tax nor Death Duties. 

The scene of the next monetary experiment was also an island, 
by name Gosaba; it is in the Indian Ocean off the coast of Bengal. 
In 1903 Sir Daniel Hamilton, a business man from Calcutta, took a 
lease of Gosaba and two other islands from the Indian Government. 
It was described as looking “like part of another world rather than of 
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this earth”; it was uninhabited, and in fact at high tide it was usually 
submerged. Sir Daniel certainly had a clear field for his experiment; 
there were no bankers to interfere with him. He brought labour from 
the mainland and built dykes to keep out the sea and a plant to distil 
sea water and make it fit to drink. The monetary experiment began 
when he placed a sum of eleven hundred rupees in a safe in the Estate 
Office, and issued another eleven hundred rupees in notes of his own 
design. On one side were the words: 
“Sir Daniel Mackinnon Hamilton promises to pay 
the Bearer, on demand, at the Co-operative 
Bhundar, in exchange for value received, one 
Rupee’s worth of rice, cloth, oil or other goods. 
Signed D. M. Hamilton.” 
On the back of the notes was written: 
“The value received in exchange for this Note may 
be given in the form of bunds constructed, or tanks 
excavated, or land reclaimed or buildings erected; 
or in medical or educational service. The Note 
may be exchanged for coin, if necessary, at the 
Estate Office. The Note is made good, not by the 
coin, which makes nothing, but by the assets 
created and the services rendered. The Note is 
based on the living man, not on the dead coin. It 
costs practically nothing, and yields a dividend of 
One Hundred Per Cent. in land reclaimed, tanks 
excavated, houses built, etc., and in a more healthy 
and abundant LIFE.” 

The labourers accepted these notes willingly as wages, and the 
island began to flourish. Villages were built, each with its school, 
and eventually Gosaba had a population of twelve thousand. This 
was certainly a remarkable achievement for a desert island. More- 
over, Gosaba was unique among Indian agricultural communities in 
that nobody owed a single rupee to money lenders. 

Another monetary experiment—rebellion might be the better 
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word—took place in Bavaria in 1931. The coal mine at Swanen- 
kirchen had recently closed down, and as a result the district had 
become a distressed area. A mining engineer called Hebecker bought 
the mine out of bankruptcy but found that he would need 40,000 
Reichsmarks before he could start operations again. The banks 
offered to lend him this money at five per cent. interest, but Hebecker 
had other plans. It happened that he was a disciple of a monetary 
reformer—Silvio Gesell—whose followers had formed an association 
which issued their own money which, needless to say, they only used 
among themselves. They called this private money Wara. Hebecker 
therefore went to the Gesell Association and borrowed 40,000 Wara 
and then offered to employ any miner who would agree to accept his 
wages in them; at the same time he opened a shop in which they 
would be able to spend them. Thus the Wara derived their value 
directly from the goods in his shop. He had to pay for these goods 
in Reichsmarks, but as his coal was also paid for in them, this pre- 
sented no difficulty. The unemployed miners welcomed the chance 
of starting work again, and all went well. 

The miners’ wages had always been the principal source of in- 
come in Swanenkirchen, and when the shopkeepers saw that they 
were all finding their way to Hebecker’s shop, they decided that the 
only way to get their customers back would be to allow them to pay 
for their purchases in Wara. The shopkeepers’ next problem was 
how to pay for their supplies: they solved it by bringing pressure to 
bear on the wholesalers until they too agreed to accept Wara. The 
wholesalers in turn began to bully the merchants who supplied them, 
until finally everybody in that corner of Bavaria was buying and sell- 
ing in Wara. 

“A new spirit breathed in Swanenkirchen. There was no longer 
any unemployment; commodities were obtainable, debts were paid; 
prosperity had returned, and mental suffering had been alleviated. 
Other villages saw this, and wanted to share in the new prosperity. 
Even some of the banks in the district deigned to receive Wara on 
deposit and pass them on again as loans. 
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“But the Reichsbank frowned .. .”™ 

Looking back, we may well wonder why the German Govern- 
ment did not welcome Hebecker’s Wara as offering a heaven sent 
opportunity to rescue the country from depression and unemploy- 
ment, which were making people turn to Hitler as the only hope. 
Instead, however, they weakly surrendered to the Reichsbank, and 
in November 1931 Wara were made illegal. That was the end of 
the experiment, and the Reichsbank was left free to prepare the way 
for Hitler. 

The sensational success of Wara made a deep impression on the 
Austrian side of the frontier, and in December another disciple of 
Silvio Gesell was elected Mayor of Worgl, a small town in the Austrian 
Tyrol, His name was Michael Unterguggenberger. He found a great 
deal of unemployment and general distress: the taxes were in arrears, 
and the streets and public buildings neglected. He therefore decided 
that the only thing to do was to follow the example of Swanenkirchen. 
A committee consisting of himself, the priest, the Town Treasurer 
and the Commander of the garrison was formed to put the new money 
into circulation, This time it was known as Notgeld. They began 
by raising the sum of 32,000 schillings which they deposited in the 
local bank as backing for their new money; they then started work 
on a new Town Hall and a bridge over the River Inn, both of which 
they paid for in Notgeld. The Treasurer agreed to accept it in pay- 
ment of taxes and used it to pay the municipal creditors. 

At the end of the first year the town was transformed. 
100,000 schillings had been spent on public works, and there was 
even a new ski-run. In fact, everybody appears to have been happy 
except the banks. The blow fell in January 1933 when the Austrian 
National Bank sued the Mayor and Corporation of Worgl for in- 
fringing their right to be the sole issuers of bank notes. The Bank 
won, and after the High Court had confirmed the verdict the Notgeld 
were withdrawn. 

These four examples of the actual use of Commodity Money are 


* “Where is the Money to come from’’: J. Madison Hewlett. 
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worth more than many volumes of theory. Possibly the most striking 
thing about them is the evidence of an entirely new attitude towards 
money. For once there was no mystery about it; everything appeared 
to be simple and straightforward. The reason for the change was that 
the new money represented a return to reality. There was therefore 
no longer any place for mystery, nor indeed any need for it. 

If our own money is still shrouded in mystery it is because it is 
still needed to conceal the facts. Bankers behave as if they wished 
us to believe—they may even believe it themselves—that the money 
which they lend is something of rarity and genuine value which they 
have managed to acquire: if not actually gold, or notes redeemable 
in gold, nonetheless a thing to be regarded in much the same way; 
and they give the impression that to part with it is something of a 
sacrifice. This is a long way from reality; all that they are really 
doing is to distribute claims on the nation’s stock of goods and com- 
modities, which the banks themselves have done remarkably little 
to produce. 

It is now the custom to speak of the sickness of our economy. 
A recent Punch cartoon depicts two doctors—the Prime Minister and 
the Chancellor of the Exchequer—-standing by the bed-side of a 
patient, British Industry. “It’s either inflation or deflation”, says 
the Prime Minister. ‘Let’s keep him in bed.” It is impossible to 
deny that the economy is sick, and we can hardly expect it to be in 
good health while its bloodstream, money, is infected with the old 
poison of exploitation for profit. But a healthy economy is an ex- 
panding one, and as we know from experience even a brief spell of 
expansion is likely to land us in trouble over the balance of payments. 
It is a problem which we have not been able to solve, and it may 
well be asked how a change in the monetary system would help us 
to find the solution. 

The best way to answer this question is to ask another: How 
did we get into the position of having to rely on imported food and 
raw materials? The answer is that we produced goods which other 
countries needed, and in return they sent their own products, food 
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and raw materials. The former caused our population to rise beyond 
the number which we could feed ourselves, and the latter gave us our 
high standard of living. It can therefore be said that exports were 
responsible for our present unnatural situation, and that if our mer- 
chants and manufacturers had been less enterprising and inventive 
we would have a less precariously balanced economy. But it is too 
late to alter the structure of our economy, and all we can do now 
is to try to prevent it collapsing. We must therefore look for help 
from our merchants and manufacturers; they got us into the mess 
we are in, and they are the only people who can get us out of it. We 
must give them every encouragement to be as enterprising and inven- 
tive as their grand-parents and great grand-parents; and the way to 
do this is to restore their confidence, now badly shaken, in our mone- 
tary system. 

There is another way in which Commodity Money would help 
exports. The volume of money would be regulated by the supply 
of goods, and as they are largely made of imported raw materials, 
there would obviously be a link between money and imports. As 
these can only be paid for by exports, it should be clear that any 
action which restricted them would also restrict money. It should 
be equally clear that exports should not be wasted by seeking a so- 
called ‘favourable balance of trade’. We will say more about this in 
the next chapter, 

The future which we hope to see is one in which enterprise would 
have its head and our factories would be turning out “the more com- 
plex goods and new inventions” which other countries cannot pro- 
duce. But in order to sell them we must keep our costs down. Auto- 
mation means that there will be fewer jobs in the factories, and it may 
well be asked who will employ the men and women who are no longer 
needed. The answer is that, as long as exports kept up, we would 
have both goods and money, and we would therefore be able to pay 
for all the things which we have been told we cannot afford: new 
roads, schools, hospitals, slum clearance; we would even be able to 
pay school teachers and nurses more. 
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When carried out fearlessly, monetary reform has never failed to 


put a country in the happy position of being able to use its resources 
to the full. There is no reason why it should fail now. 
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INTERNATIONAL TRADE 


HROUGHOUT THE GREATER part of the period during which men 

have exchanged goods with one another, the only way in which 
foreign trade differed from home trade was that exchanges were made 
abroad instead of at home. It was a long time before money, as dis- 
tinct from gold and silver which were really goods, began to play any 
part in it, and it is still in fact the custom to settle international debts 
in gold. It thus happened that merchants trading to foreign countries 
largely escaped the troubles caused by bad and doubtful money, 
whether coins or bank-notes. Nobody expected a seller to accept the 
coins of another country if he did not like the look of them, or to 
show any interest in pieces of paper which were only promises to pay 
made by foreign banks. But even if merchants escaped the troubles 
which bad money could cause they had plenty of others to contend 
with: storms, ship-wreck, pirates, and the interference of govern- 
ments, both our own and foreign. But in spite of it all, generations 
of merchants managed to take out cargoes of British goods and bring 
their ships home laden with foreign products. 

When eventually merchants engaged in foreign trade came up 
against monetary troubles they were not, to begin with, the result of 
exploitation, though there was plenty of that later. They appear in 
fact to have been caused by the same shortage of the precious metals 
which gave the goldsmiths the chance to launch their notes. In order 
to meet the demand for coins, all the gold and silver in Western 
Europe had been handed over to the mints, with the result that when 
merchants made purchases abroad they were unable to pay for them 
in the traditional way by weighing out the agreed amount of metal, 
and were compelled to resort to the tedious and time-wasting business 
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of counting coins. Even before the end of the seventeenth century 
the question of foreign payments had become a serious problem. 
When Charles H sold Dunkirk to Louis XIV for four and a half million 
livres, it took over a week to count the money, and the Frenchmen 
who brought it to London complained that “their fingers were raw 
and bloody”. It was bad enough to have to count the coins once, but 
when, as frequently happened, a merchant sold his outward cargo in 
one foreign port, perhaps Amsterdam, and picked up the next at 
another, perhaps Hamburg, he would have to go through the business 
of counting money twice over in the course of a single voyage to the 
Continent. As moreover most currencies were below standard, in 
addition to counting money it was often necessary to weigh it and 
test it as well. Every increase in the volume of trade made the prob- 
lem more acute, and it looked as if foreign trade would not expand 
very much further until the bottle-neck was removed. 

The problem was eventually solved by two remarkable families 
who hit on the idea of putting a relation in every important com- 
mercial centre: one brother in Amsterdam, another in Hamburg, and 
so on. Thus when a British ship arrived at Amsterdam and the cargo 
was sold, before the English and Dutch merchants began to count out 
the money, which would all have to be counted again a few days later 
in Hamburg, the brother in Amsterdam would step forward and offer 
the Englishman a letter of credit for the full amount which his brother 
in Hamburg would cash in German money. It thus became possible 
for a merchant to sell in one country and buy in another without as 
much as touching a coin. Trade again flowed freely, and the families 
who had removed the bottle-neck found themselves rich and famous. 

When a merchant who had paid in money in Amsterdam drew 
it out again in Hamburg it was not of course the same money: the 
money in Hamburg had been paid in by somebody else. But as the 
same family were looking after both accounts it was a simple matter 
to set off one balance against the other. The first of these inter- 
national families to become famous were the Barings, but they were 
soon followed by the Rothschilds. The services which they rendered 


93 


Money: The Decisive Factor 


were so important that before long they occupied a unique position 
in international trade. Whereas previously merchants had dealt with 
other merchants, they now went direct to the Barings or the Roths- 
childs. Their wealth and their power became legendary. The Duc 
de Richelieu said: “There are six great powers in Europe: England, 
France, Russia, Austria, Prussia and Baring Brothers”, while Byron 
asked: 
“Who hold the balance of the world? Who reign 
O’er Congress, whether Royalist or Liberal? 
Who rouse the shirtless patriots of Spain? 
(What make old Europe’s journals squeak and gibber-all); 
Who keep the world, both old and new, in pain? 
and after more to this effect he tells us that the answer was: the 
Rothschilds and the Barings. 

As these family businesses were something between merchants 
and bankers, they came to be known as merchant bankers. Britain 
owed a great deal of her prosperity to them, and without them it is 
doubtful whether she would have been able to dispose of the whole 
output of her new mills and factories. At first these went mainly to 
Western Europe, where the volume of trade made it an easy matter 
to set off trade balances against each other. But when British exporters 
began to send their goods further afield a new problem arose. In 
particular Russia had become a large importer of British goods, and 
as she exported very little in return either to Britain or any other 
country, the result was that balances belonging to British merchants 
began to accumulate there. They therefore found themselves in 
possession of large sums in roubles in St. Petersburg and Odessa, 
and there seemed to be no way in which they could be turned into 
pounds and brought home. 

The man who solved this problem was Nathan Rothschild, whose 
fertile brain evolved the idea of floating in London a loan to the 
Russian government. He offered it to the British public at a higher 
rate of interest than they could obtain on British government loans, 
and it was a great success. Rothschild then used the money sub- 
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scribed to pay off the British exporters, while the balances in Russia 
were handed over to the Russian government. Foreign investment 
had begun and a new factor of the first importance had appeared in 
world affairs. 

There is no reason to believe that Nathan Rothschild regarded 
his Russian loan as more than a neat device to repatriate the British 
commercial balances; but it did not escape his notice that the float- 
ing of foreign loans could be a very profitable business. Foreign 
governments were willing to pay handsome commissions, and apart 
from these the profits of flotation were pretty well what the Roths- 
childs chose to make them. In fact the whole thing looked so promis- 
ing that instead of waiting for the balances to accumulate abroad in 
the ordinary course of trade they began to float loans to provide 
foreign governments with funds which they could use to buy goods 
in Britain. Although every loan had a definite date of redemption, 
when the date arrived the government in question never had the 
necessary funds in London, which was hardly surprising, since it was 
only the countries with unfavourable trade balances who needed loans. 
In fact it soon became distressingly clear that most of the borrowers 
were not only unable to repay the capital, but they were not even 
able to pay the interest on it. The merchant bankers solved this 
problem by the simple expedient of floating more loans. Eventually 
a Chancellor of the Exchequer, Mr. Reginald McKenna, drew atten- 
tion to what was happening: “If we take the whole field of British 
foreign investment we shall find that every year England has returned 
more in loans than she received in interest, and the balance of the 
world’s indebtedness to her has been steadily growing”.* The Mac- 
millan Report confirmed Mr. McKenna’s statement: “Moreover, the 
adjustment of interest payments on capital previously borrowed fre- 
quently requires that there should be a steady stream of loan moneys 
flowing towards these areas”. 

The truth is that these so-called loans were not really loans at 
all, They were gifts; and when it began to dawn on the investing 


* Speech to American Bankers’ Association : October 4th, 1022. 
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public that they were being invited to throw good money after bad, 
the whole house of cards collapsed. The capital which had been 
subscribed was real enough, and from China to South America the 
world was full of British-built railways and harbours and power 
stations; but for the most part all that the investors had left were their 
handsome certificates, which were now so much waste paper. The 
section of the Stock Exchange Year Book devoted to Foreign Govern- 
ment and Corporation Stocks makes melancholy reading. It has been 
estimated that between 1860 and 1914 goods equivalent to the output 
of an entire generation were given away to foreigners. 

In spite of their discovery that it was possible to float foreign 
loans when there were no trade balances to set off against them, the 
merchant bankers continued to regard these balances as their princi- 
pal source of raw material. They therefore used their influence to 
ensure that they should be as large as possible, and their influence 
was so great that first the City and finally the whole country accepted 
the idea that we must at all cost have a favourable balance of trade. 
The words became a slogan, vaguely suggesting Britain’s greatness 
and prosperity, and it was faithfully repeated by generation after 
generation of well-meaning people who never stopped to ask what it 
really meant. It was an expensive slogan, and from first to last it 
cost the country several thousand millions of pounds. 

It may be difficult to believe that the merchant bankers could 
really persuade the country to give away so much wealth which was 
badly needed at home, but the truth is that where our commercial 
policy was concerned their word was law. The reason for this was 
that they controlled the Bank of England, the undisputed ruler of the 
mercantile and industrial world. The merchant bankers made no 
attempt to conceal the position which they had attained. When the 
Bank was nationalized, not only was the Governor a merchant banker, 
but every merchant banking firm of any importance had its repre- 
sentative on the Court, which was in fact little more than a committee 
of merchant bankers and those associated with them. For a century 
or more they ruled the Bank, and as far as its economic affairs were 
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concerned, the country as well. They had allies among shipowners 
and manufacturers engaged in the export trade, but perhaps their 
most valuable ally of all was the credulity with which the whole 
country swallowed their propaganda. We are still to some extent 
under its influence. 

As a great deal of nonsense has been talked, and is still being 
talked, about the importance of a favourable balance of trade, it is 
perhaps worth seeing what really happens. We know why it was 
important to merchant bankers, but as we have seen that the goods 
which were exported usually became a dead loss to the exporting 
country, it may not be altogether clear how the manufacturers profited. 
What happened was this. The manufacturers sold their goods to 
foreign governments and corporations and nominally these paid for 
them; but the people who really paid were the manufacturers’ fellow 
citizens who subscribed their savings to the loans. Reduced to its 
essentials the position was that the manufacturers got the investors’ 
money, which was merely transferred from one set of British pockets 
to another, the foreigner got the goods, and Britain lost that much 
wealth. 

Foreign loans are no longer being made in the old irresponsible 
manner, and the final decision as to how a favourable balance should 
be used now rests with the Government. They have the choice of 
four possible alternatives. They can either make a gift, tactfully 
described as a loan, to an undeveloped country; or they can repay 
part of our own foreign indebtedness; or they can allow it to be in- 
vested abroad; or they can simply let it remain as a credit in the 
country where the balance happens to be. When an investment is 
made it is possible that, if all goes well, it will in time produce a 
return, though there would be little prospect of ever seeing the capital 
again, But when the balance remains as a credit—which the foreign 
country sees as a debt—not only will it be dead loss to this country, 
but we will be lucky if it does not become a cause of friction as well. 

For experience shows that debts are every bit as likely to prove 
a cause of trouble between countries as between individuals, and the 
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piling up of unpayable debt is hardly a worthy aim of commercial 
policy. To seek a favourable balance with another country is in fact 
little more than an act of economic aggression, as a favourable balance 
on one side must inevitably mean an unfavourable one on the other. 
“One country’s exports are another’s imports. All cannot have a trade 
surplus”.* When a country finds that its balance of trade is becom- 
ing unfavourable, its natural reaction is to defend itself by restricting 
its imports, and sudden actions of this kind, with which we are all 
too familiar, play havoc with the plans of exporting firms and often 
land them in heavy losses. Thus instead of flowing smoothly in an 
atmosphere of mutual profit and good-will, international trade tends 
to move in a series of convulsive fits and starts, to the accompaniment 
of bitter complaints and recriminations. 

The exporters themselves are in no way to blame. They simply 
push their wares wherever they can find buyers. When their goods 
are paid for, as far as they are concerned that is the end of the matter; 
and if they are not paid for, they are not likely to go on doing busi- 
ness in that quarter. The entire responsibility for the accumulation of | 
debt, and the unhappy consequences which follow from it, rests on 
the governments which make it their policy to seek favourable balances. 
In the changed conditions of today, when our government can decide 
its commercial policy without having to consult vested interests, it 
may indeed be wondered why they still want them. Speaking as 
Chancellor of the Exchequer, Mr. Peter Thorneycroft gave the Govern- 
ment’s reasons in the House of Commons in June 1957. He said: 
“We export about twenty per cent. of our gross national product, 
which is a very much higher percentage than that of most countries. 
I know it is a commonplace to say that we need these exports to repay 
our debts or to buy necessary imports, but it is sometimes forgotten 
that we need them to keep the jobs for our people, and that our very 
full employment depends on them”, 

This is a remarkable statement. It appears to mean that while 
some exports are needed to repay our debts and others to pay for 
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imports, others again are needed simply for the purpose of providing 
employment. The latter are presumably the exports which provide 
the favourable balance of trade. But this is surely a strange state of 
affairs. We use our labour and our manufacturing resources to pro- 
duce goods and our ships to carry them across the oceans, not because 
we expect any return from them, but simply in order to give our 
workers something to do! As we are not going to be paid for the 
goods anyway, surely we might be allowed to keep them at home? 
We could do with new railway engines and rolling stock on our rail- 
ways, new bridges over them, and many other things as well. 

However strange it may seem that as recently as 1957 a Chan- 
cellor of the Exchequer and former President of the Board of Trade 
should be thinking on these lines, we must remember that it is easy 
enough to lose sight of the economic realities which underlie so many 
of our commercial and industrial practices. When the one-way traffic 
in goods began early in the last century, the theory was that they were 
being paid for out of the proceeds of the foreign loans, and by the 
time that this theory ceased to hold water we had formed the habit 
of exporting every pennyworth of goods that we could persuade a 
foreigner to buy, even if only on credit. As somebody said, the human 
mind is like a fly-wheel which continues to turn long after the motive 
power has been cut off. Moreover, whole industries had been geared 
to the export trade, and when we remember our own growing bill 
for imports, we can be thankful that they were. The great bulk of 
our exports do in fact represent a genuine exchange of our own pro- 
ducts for those of other countries: they pay for our food and our raw 
materials; it is only a small proportion of them which make up the 
so-called favourable balances and produce nothing but friction and 
ill-will. 

However favourable these balances may look when viewed from 
the City or the Board of Trade, they do not look quite so favourable 
if we stand back and consider them in the light of economic reality. 
Seen like this, it is clear that they represent a definite break with the 
original principle on which trade was built up and on which it 
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developed from the remote past up to the modern age: the principle 
of exchanging goods in such a way that both parties would profit and 
would therefore be ready to repeat the deal. Experience shows that 
trade can only flow freely if there are genuine exchanges, and if the 
channels are to be kept open it is essential that every exchange should 
be completed. If one party to a deal fails to deliver the goods, it means 
that the exchange will not be completed and trade will suffer; and 
it will equally suffer if one party declines to accept the goods offered 
and thus leaves the other one in debt. English law does not permit 
either of these practices. If a debt is not paid within five years, and 
no steps have been taken to obtain payment, the Statute of Limit- 
ation lays down that the debt is cancelled. The buyer is therefore 
free to buy again, and the channels of trade are kept open. 

The best way to ensure that world trade can flow freely is to 
introduce something in the nature of an international Statute of 
Limitation. When a country seeks to build up a favourable balance 
of trade, what it is really doing is to decline to accept the goods offered 
in exchange for its own. When an importer hands over his cheque 
and the exporter pays it into his account in a local bank, it does not 
mean that any goods have been exchanged: all that it means is that 
an exchange has been made possible. The credit in the exporter’s 
bank is no more than a permit entitling him to help himself to goods, 
If he does not draw on it, and take the goods, the deal has not been 
completed, and instead of being left clear for the next one, the channels 
of trade become clogged with a mass of debt which in turn produces 
restrictions, dislocation and ill-feeling. 

As foreign trade and foreign investment were for so long in 
the hands of the same firms, it is only natural that we should have 
come to regard them as being almost, if not quite, the same thing. 
But if we do this we are making a serious mistake. For trade is one 
thing and investment is another, and it is wrong to confuse them. In 
the world as it is today trade has plenty of obstacles to contend with, 
and if merchants and shippers can keep the goods moving they are 
doing all that anybody can expect of them. Investment is an altogether 


100 


International Trade 


different matter: it is only related to the exchange of goods in that 
it provides the means by which an undeveloped country can equip 
itself so that at some future date it may produce goods which can be 
exchanged. The date in question is likely to be fairly remote and it 
is more than likely that it will never arrive, in which case there will 
of course be nothing to exchange. 

All that actually happens when a foreign investment is made is 
that a country with productive resources to spare hands over some 
of them to another country which does not possess them. She supplies 
power stations and factories and lends the engineers and mechanics 
to erect and work them. If in the course of time the money spent 
actually produces a return it will then be correct to describe it as an 
investment; but until that happy day comes it would be far better to 
call it what it is, an act of charity. 

Whether we call them investments or charity, when works of 
this kind are paid for out of a favourable balance it is reasonably 
certain that they will finish up, like most of our foreign investments, 
as gifts, Once we accept the fact that the money is going to be given 
away, the only question to decide is whether it is being given for a 
worth-while purpose. When foreign loans were being made solely 
for the sake of the profits of promotion, nobody stopped to bother 
about the uses to which they would be put. Some of the South Ameri- 
can Republics wasted them on fantastic projects. Lord Salter quotes 
the case of Columbia: “Between 1924 and 1928, it borrowed about 
$153 million. A large part of this was devoted to constructing a 
railway to connect two valleys separated by a range of mountains 
about 9,000 feet high. There was no commercial justification for it, 
since both valleys had their own outlet to the sea. A very expensive 
tunnel through the top of the mountain range was begun and then 
abandoned; and while the Federal authorities were driving the tunnel 
through the mountains the local authorities were making a costly road 
over them. I have a vivid account from one who was in Columbia 
at the time of the way in which the offers of competing lenders 
resulted in the public authorities incurring greater and greater obli- 
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gations for these extravagant ventures”.* It is as well to remember 
what may happen when money is simply handed out to governments 
who ask for it. 

The World Bank and the International Monetary Fund were 
founded shortly after the last war, and there have now been added 
the International Development Association and the Development Aid 
Group, an organisation recently formed by the principal capital ex- 
porting countries to study the whole problem of assistance to the 
undeveloped countries. The problems of foreign investment can safely 
be left to these distinguished bodies. All that remains to be done is 
to make sure that we understand where trade ends and investment 
begins. Only when we are clear about this will we be able to dis- 
tinguish between a balance which is really favourable and one which 
is nothing but a device by which countries which are commercially 
strong try to export their unemployment to those which are weaker. 

“The way countries try to export unemployment is by adopting 
‘beggar-my-neighbour’ policies designed to discourage imports and 
encourage exports”.t The export of unemployment was practised 
on a world scale in the nineteen twenties and thirties. When home 
markets dried up, governments tried to get rid of their unwanted 
manufactures by using other countries as dumping grounds, while they 
feverishly built up their own tariff walls in order to prevent their 
victims sending anything back in return. Their only idea was to keep 
the greatest possible number of their workers employed, and as the 
financial system failed to provide enough money for their own people 
to buy what they made, they shipped the surplus goods off abroad, 
and doubtless thought they had been very clever to get rid of them. It 
was a fantastic situation, and it would be pleasant to think that it 
belonged safely to the past. But Mr. Thorneycroft’s words, spoken 
as recently as 1957, make it clear that the idea of exporting unemploy- 
ment is by no means dead. When a situation becomes genuinely 
fantastic the language of reality and commonsense ceases to apply 

* Recovery: Lord Salter. 
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and only the language of fantasy is appropriate. We believe therefore 
that the time has come to tell the story of the great loan to Mars. 


* * * 


When contact was finally established with the planet Mars, the 
Martians announced that they were very anxious to buy our goods 
so we immediately offered them a loan of a thousand million pounds 
to enable them to do so. They were delighted and sent a Trade 
Delegation to decide what they should buy. They had no difficulty 
in finding plenty of things they wanted, and soon rocket ships were 
following each other to Mars laden with our manufactured goods. 
Trade had been rather slack for some time and there had been a good 
deal of unemployment, but now all the factories were working over- 
time, trade was booming, and the government had record majorities 
at by-elections. As soon as other countries saw what was happening 
they also hastened to make loans to Mars and to export their manu- 
factured goods. As the Martians seemed ready to take everything 
that anybody would send, before long every country in the world was 
sending their unwanted goods there instead of trying to dump them 
on their neighbours. For the first time in history every single country 
had a favourable balance of trade, and as tariffs and quotas were no 
longer needed, they were all scrapped. It all seemed too good to be 
true. And then, literally out of a clear sky, the blow fell. The 
Martians started to send their own goods to the Earth. 

There was general consternation and dismay. The papers came 
out with scare headlines such as “Mars opens Trade Offensive” and 
“Employment Threatened; Mars dumps goods on the world”. Stock 
Exchanges panicked and Bank Rates were doubled, while a party of 
Martian Trade Delegates who were touring the industrial areas were 
roughly handled and had to be rescued by the police. Our govern- 
ment lost no time in making strong representations to Mars, but they 
received the extraordinary reply that, as the first instalment of interest 
on their loan was now due, the Martians thought that they were doing 
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the right thing by sending us their goods. When however their Trade 
Delegation returned to Mars, rather the worse for wear, they per- 
suaded their government not to send any more goods, so when the 
next instalment of interest was due they did nothing about it. This 
time the newspapers showed considerably less interest, and although 
they published the news under such headings as “Mars defaults on 
Loan”, they could only find room for it on the back pages. The front 
pages were all filled with the news that we were busy negotiating a 
new loan to Mars. 

Meanwhile the latest reports from Mars confirm that the whole 
population is living in idleness and luxury. When Martians are asked 
why they are not doing any work, they answer that they no longer 
see any point in it. They explain that the only reason why they ever 
worked was that there seemed to be no other way of getting the things 
which they needed, but that as the people of the Earth apparently 
liked work for its own sake and were willing to supply them with 
everything free, they intended to let them get on with it while they 
took things easily and enjoyed themselves. 


However fantastic all this may seem, it is in reality no more fan- 
tastic than the state of affairs which existed between the wars. The 
explanation is simple enough: the importance of the mechanism of 
exchange is so great that whenever it is allowed to get out of order 
the effects make themselves felt in every corner of the economy, and 
if the disorder is allowed to remain uncorrected, it is only a question 
of time before the entire economy becomes distorted and the kind 
of results which we have been describing begin to appear. 

In international trade, the pound sterling is still the most import- 
ant currency, and it would be possible to make it even more important 
than it is. “Sterling”, said Mr. Thorold, Executive Director of the 
International Monetary Fund, “could be used to settle seventy per 
cent. of world trade”. We have seen what is wrong with the pound 
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and we have indicated a practical way in which it could be put right. 
If it were to be brought back into a close and permanent relationship 
with goods, and if the supply were to be equated to the supply of 
goods so that they could never appear on the market unless there were 
also pounds available to buy them, then at least seventy per cent. of 
the world’s trade could be firmly established on a foundation of reality 
and commonsense. 
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CONCLUSIONS 


AS THE HISTORY OF money shows so clearly how our ancestors 
allowed themselves to be tricked into making the disastrous mis- 
take for which we are still paying, it may well be asked why gener- 
ations of professional economists were content to talk about every- 
thing under the sun, and even on it—we have seen how some of them 
believed that sun-spots caused the Trade Cycle—but to keep silent 
about the one thing which really mattered, the exploitation of money 
for profit. They presented the puzzling spectacle of a body of men 
devoted to the pursuit of knowledge who appeared to be determined 
to look in every direction except the right one. It was like watching 
a team of skilled mechanics working feverishly to make a car go, but 
failing to notice that somebody had filled the engine with treacle 
instead of oil. 

The explanation of this strange state of affairs is that the pro- 
fessional economists’ job was to observe and study economic pheno- 
mena and try to explain them, but not to criticize or attack institu- 
tions. It is only in recent years that they have taken to leaving their 
lecture rooms and telling the outside world what was wrong and how 
to put it right. There is an important difference between the fathers 
of Economics, Adam Smith, Malthus, Ricardo, Torrens and Mill, and 
the professionals who followed them. The fathers were not pro- 
fessionals but public spirited men who felt it their duty to give the 
country the benefit of their advice on the problems of the day. The 
last of them, Mill, was head of a department of the East India Com- 
pany and therefore had an extensive first-hand knowledge of econ- 
omic affairs. The men who followed him were in an entirely different 
position. Professor A. C. Pigou has described it very clearly. “His 
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(the economist’s) subject matter in the last resort is economic life 
in its full concreteness, a moving, breathing process among actual 
men and women in their factories and homes. But the great majority 
of economists are, from the very nature of their occupation, more or 
less cloistered persons. Their contact with the thing they study is, 
in the main, not direct, but through the printed page. They there- 
fore lack that intimacy of touch, that feel of reality, which is vital to 
full understanding”.* The economists’ role was in fact a purely 
academic one, Their task was to observe and report, but not to 
interfere. Nobody asked them to do that. 

If the economic system had been allowed to function without 
interference; if there had been no Trade Cycle and no depressions: 
the economists would certainly have had an easier time, and it even 
seems doubtful whether there would have been a great deal for them 
to do. When a car is running properly nobody wants a team of 
mechanics in constant attendance; we only want them when something 
goes wrong, just as we only send for the doctor when we are il. In 
Adam Smith’s day there were no professional economists for the 
simple reason that there was no need for them. If a man wanted to 
know how the economic system worked he did not go to a university; 
he kept his eyes open and observed what was going on around him, 
and if he wanted to know more, he read the Wealth of Nations. It 
was only when the exploitation of money had thrown the economic 
system into confusion that the need for experts appeared. 

We have already pointed out that economists had a difficult, if 
not in fact a hopeless, task. The inherent instability of the monetary 
system compelled them to build their theories on foundations which 
were no more reliable than a quick-sand, with the result that they 
soon ceased to bear any relationship to the facts. Lord Keynes con- 
firmed this. “For professional economists, after Malthus, were appar- 
ently unmoved by the lack of correspondence between the results of 
their theory and the facts of observation—a discrepancy which the 
ordinary man has not failed to observe, with the result of his growing 
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unwillingness to accord to economists that measure of respect which 
he gives to other groups of scientists whose theoretical results are 
confirmed by observation when they are applied to the facts”.* 

As the economists insisted on turning a blind eye on the real 
cause of the Trade Cycle, it was hardly likely that they would succeed 
in indicating, clearly and unambiguously, the course which we should 
follow if we were to enjoy the benefits of a stable currency. This, for 
instance, is the best that Lord Keynes could do. “It is evident, 
therefore, what a ticklish business it is to maintain stability. We have 
to be preparing the way for an increase in sound investments of the 
second type which have not yet reached saturation point, to take the 
place in due course of the investment of the first type which is neces- 
sarily non-recurrent, while at the same time avoiding a temporary 
overlap of investments of the first and second types liable to increase 
aggregate investment to an excessive figure, which by inflating profits 
will induce unsound investment of the third type based on mistaken 
expectations”.t 

If that were the last word that could be said on stability it would 
certainly look as if we had got ourselves into such a mess that we 
might as well give up the struggle and accept defeat. But fortunately 
it is not, and even those who agree with most of what Lord Keynes 
said now realize that there is a definite link between the monetary 
system and the Trade Cycle. It is for instance recognized that “The 
monetary system, left to itself, is a most violent amplifier of the ‘real’ 
cycle, feeding the boom with credits and exacerbating the slump by 
calling them in.” That is a big step in the right direction. The 
latest reports from the economists are even more encouraging. First 
there is Professor Meade’s courageous statement that “there are 
powerful arguments in favour of taking the plunge” and stabilizing 
prices, and now it appears that Sir Roy Harrod has joined him. “The 
most important principle is that monetary policy, along with other 
measures of economic policy, should be regulated so as to equate the 
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total demand for goods and services to the supply potential of the 
economy.” It is particularly interesting, and encouraging, to read that 
“What we need now are new clearly defined principles of policy to 
put in place of the gold standard.”* A few years ago this would have 
been considered the language of monetary heresy. We are delighted 
to hear it. 

The whole history of money would have been very different if 
it had been possible to see it objectively: to stand back and take a 
detached and leisurely view. But unfortunately that has not been 
possible. From birth to death almost everything that we do or want 
to do depends on money, and we can no more take a detached view of 
it than we can of our own right hand. Starting with the weekly 
pocket money, we have allowed it to become our master and to call 
the tune to which we have danced. It is therefore easy enough to 
understand how we have come to be overawed by our financial insti- 
tutions. However ready we might be to criticize everything else, we 
accepted them and welcomed the crumbs they threw us as uncritic- 
ally as the medieval peasant accepted barons and abbots and wel- 
comed their largesse. 

Perhaps the strangest example of our subservience to our financial 
institutions is to be seen in the field of public finance. In the past, 
when a government needed more money than the revenue had pro- 
vided, it would first borrow from anybody who possessed the necessary 
gold or silver and could be persuaded to lend it; and when nobody 
was willing to lend any more, it would either have to stop spending 
or else resort to the expedient of debasing the currency. But today, 
when a government wants more money—as governments usually do 
—while it begins in the traditional manner by borrowing from the 
public as much as they will lend, when that source has dried up it 
adopts a course which spendthrift rulers of the past would have found 
beyond their powers to comprehend. For when modern governments 
find themselves faced with the old choice between curtailing their 
expenditure and financing it by the creation of new money, they 


* Policy against Inflation: R. H. Harrod. 


109 


Money: The Decisive Factor 


choose the second alternative but—incredible as it would have seemed 
—they allow others to issue the money and then borrow it from them 
at interest. 

When the government borrows money which is already in exist- 
ence it is, of course, only right that it should pay interest on it. For 
the lenders are giving up something of real value in that they are 
surrendering their claims to the goods and services which the money 
might have bought for them. But when the banks lend money created 
for the purpose, what exactly are they giving up? The right to spend 
it themselves? But bankers do not help themselves to their own 
credit-money; if they did, they would soon cease to be bankers. What 
they are actually giving up is the prospect of lending it at interest to 
their customers, the public. But whereas the public, when they need 
money, must go to the banks for it, it by no means follows that the 
government must do the same thing. For the government represents 
the State, and where money is concerned the State and the public 
stand in entirely different positions. If a member of the public is 
caught printing Treasury notes he is sent to prison, while the State 
regularly prints and issues great quantities of them. It does not 
pretend that it is borrowing these notes and it pays no interest on 
them. Doctor Leaf, a former Chairman of the Westminster Bank, 
described the Treasury note issue as ‘‘a war loan free of interest for 
an unlimited period”. 

Thus when new money appears in the form of Treasury notes 
the State—and therefore the tax-payer—benefit by the full amount 
of the difference between the cost of printing them and their value, 
and—the most important thing of all—there is no addition to the 
public debt. But when the new money appears in its more usual 
form as credits the unfortunate tax-payers are compelled to pay 
interest on it, and the country is saddled with that much more debt. 

If the State can issue money in one form there is clearly no 
reason why it should not issue it in another; and in case it should be 
argued that even though they have the power to do so it would not 
be right to use it, a moment’s freedom from the power of our taboos 
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will be enough to show that the right of the State to issue money in 
any form is no less complete than its power. For what is it that gives 
all new money its value? It is, as we have seen, nothing but the goods 
and services which it will buy; and as these are provided by the coun- 
try as a whole it is clearly right that the State, which represents the 
country, should benefit by the profits of issue. It is also right that 
the banks should be paid for such services as they perform, but when 
the taboos have been swept away we see that these amount to nothing 
more than book-keeping. It is entirely misleading to describe the 
banks’ services in financing government expenditure out of newly 
created money as “lending”. The word should never have been used 
in this connection, and it has created an entirely false picture of what 
was happening. Unfortunately words can exercise great power, and 
this word has cost us very dearly. 

The amount of new money which could safely be created in the 
course of a year would of course depend on the state of the economy, 
the trade balance and the level of prices. But as production in- 
creases, which it can do by as much as five per cent, a year, it follows 
that if the price level is to be kept steady the supply of money must 
increase in step with it. And when the monetary authorities had 
decided what the increase for a year should be, the government would 
find themseives in the happy position of having that much more to 
spend on additions to our social capital without a corresponding 
addition to the public debt. Thus as soon as we free ourselves from 
the psychological prison in which we are now confined—as soon as 
we can bring ourselves to say good-bye to our sacred cow—we will 
find that we have a rich source on which we are free to draw for 
public spending; and that we will be able to build a great many new 
roads and hospitals and power-stations without adding a penny to our 
debt. 

The day will come, perhaps, when we too will be able to take a 
trip to Mars. If it should, our monetary problems will doubtless look 
very different, and we will wonder how we ever came to be so foolish. 
If moreover we could visit some of the remoter stars which the light 
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from the earth only reaches after many centuries and watch the long 
struggle to solve the problem of production, we would find it difficult 
to believe that at the end of it all we were to be defeated by the prob- 
lem of distribution. “Did man come down from the trees, learn to 
stand, to walk, to conquer even the nucleus of the atom—only to find 
that he cannot control the stability of the price level?”* We smile 
at the primitive races and their taboos, but surely here is the greatest 
taboo of all. These man-made prohibitions only work when people 
are foolish enough to accept them: they have no power over those 
who do not. We have no better reason for accepting the prohibitions 
which our monetary system imposes on us than the savage has with 
his taboos; and to the observer who is not under their spell we must 
look every bit as ridiculous. 

In the economic race with Communism, the monetary system is 
our self-imposed handicap. It is already beginning to turn the odds 
against us; if we refuse to get rid of it we may well lose the race. 
We would only have ourselves to blame. “Russian industry is not 
concerned with booms or slumps or with forecasts of coming trends. 
Its job is to produce and expand... .”+ 

It is reasonable to expect that the establishment of Commodity 
Money, issued by the State without interest charges or strings attached 
to it, will do a great deal more than iron out the Trade Cycle and 
remove the twin evils of inflation and deflation. It should for instance 
dispel forever the atmosphere of mystery in which money is now en- 
veloped. ‘To most people, money and credit, the way they are con- 
ceived and extinguished, and the fact that pieces of paper of little 
intrinsic worth can be so valuable, remain a great reservoir of 
mystery.”~ As soon as it was understood that a pound note was 
nothing more than a ticket entitling the holder to a pound’s worth of 
goods, and that there would always be enough of them to buy the 
goods in the shops, the moment would have come to launch an all- 
out attack on the dense fog of ignorance which not only slows down 


* Economics: Professor Paul A. Samuelson. 
+ The Mining Journal, August Sth, 1958. Reprinted Economic Digest, October, 1958. 
$ The Affluent Society: Professor J, K. Galbraith. 
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our economic progress, but might stop it altogether if automation 
arrived in earnest before we were ready for it. 

Ignorance has the same effect as a fog in that it prevents a man 
seeing anything except his immediate surroundings. The workman 
sees the mill where he works and his weekly wage-packet and, as these 
are all that he knows, it is natural that he should regard them as all 
that matters. If the fog would clear and allow him to see the whole 
economic scene he would realize that his mill was not an isolated unit, 
complete in itself, but a minute part of a vast system; and he would 
see that if it were not for the system there would be no mill. Incred- 
ible as it may seem, ninety-nine men out of every hundred appear to 
be completely ignorant of the economic facts of life. They not only 
have no idea of the laws which govern the working of the economic 
system: they do not even know that the system exists. It never occurs 
to them to wonder how wealth is created; they take it for granted, 
and save their energies for the annual demand for a bigger share. 

Like a fog, ignorance forms a barrier between every man and his 
neighbour. Read the chairman’s speech—any chairman’s—and then 
read the speech of the trade union leader. It is difficult to believe 
that they are talking about the same industry, and that it is moreover 
one on which they both rely for their living. The chairman talks 
about more competitive conditions, a shortening order book and the 
urgent need to reduce costs of production: the trade unionist talks 
about the next wage demand and the need to oppose the threat of 
redundancy and to see that every man keeps his job whether there is 
anything for him to do or not. They talk, and behave, as if their 
interests were diametrically opposed, whereas in fact they are identi- 
cal at least as far as the point where production ends and all that 
remains to be done is to divide the proceeds. They are members of 
a team doing the same job, and if they fail, the one will suffer as 
much as the other. 

It should not be difficult to see that the thing which should come 
first is production, and that unless the goods are actually there, there 
will be nothing for anybody. If everybody understood this, a vote to 
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restrict production would be recognized for what it is: a vote to reduce 
the size of the cake which is all we have to eat; and it is reasonable 
to hope that the man who proposed it would not be encouraged to do 
so again. It is a different matter to demand a bigger share of the cake 
when it has been made: the American Trade Unions understand this, 
but unfortunately ours do not. If moreover production is really given 
its head, and is not interfered with, there should be plenty for every- 
body. At present it is being interfered with in two ways: by a failure 
in the system of distribution and by mass ignorance. These two things 
are closely connected, as the flaw in the monetary system which causes 
the periodical break-downs in distribution is also responsible for the 
appalling tangle of complications which nobody can even hope to un- 
ravel until he has taken a course in economics. By removing the flaw 
we would not only solve the problem of distribution: we would also 
remove the great obstacle to economic enlightenment. 

If money were again a simple straightforward affair which every- 
body could understand, there should be no great difficulty in explain- 
ing how the economic system works. It is only the distortions and 
the complications which they produce which make it incomprehens- 
ible. Adam Smith and his contemporaries found it all easy enough, 
and there is not the slightest reason why we should not do so too. We 
might even hope to see the day when economists could agree with 
each other. 

Elementary economics should be taught in schools. One of the 
objects of education is to prepare the younger generation to take their 
places in the world and earn their living, but at present we send them 
out knowing nothing about the laws which are going to govern their 
working lives. Once the distortions and the resulting complications 
have been removed, elementary economics would be well within the 
grasp of the older children. The subject could be made extremely 
interesting. Teachers might perhaps start by giving some idea of life 
in the past. The class could be taken to a museum and shown the few 
and primitive belongings of their ancestors, and it would then be 
explained that the reason why we have moved on to electric gadgets 
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and television sets is because we discovered better and quicker ways 
to make things and then used the time and labour saved to make new 
things which we had not had before. Children should be told about 
inventions like the Flying Shuttle and the Spinning Jenny: how they 
made clothes cheaper and raised the standard of living for everybody. 
Once they had grasped the fact that when inventions saved labour 
they were only making it free to start some new work of production, 
it should be explained that the men and women who lost their jobs 
could only start work on new products if somebody provided the tools 
and equipment: that is, the capital. They should also be told that 
capital is only another word for savings; and that if everybody spent 
all their money and saved nothing there would be no capital, and 
therefore no new products, 

Lastly, children should be taught that even when inventions had 
saved the labour and somebody had saved the capital, they would 
both be wasted unless they were used in the right way. It would be 
easy enough to give examples of ways in which labour and capital 
were wasted, perhaps in the neighbourhood, and it should be pointed 
out that as every enterprise which failed made the country poorer 
instead of richer, a man who knew how to use them successfully should 
be regarded as a public benefactor. 

If this, or something like it, was taught in our schools, young 
men and women would start their working lives with a background 
of knowledge of the facts which should prevent them behaving fool- 
ishly and thus damaging their own interests as well as those of others. 
They would know that wealth did not come down ready-made from 
heaven and that in fact it only appeared if certain conditions were 
fulfilled: that there could be no progress without change and that to 
resist change was therefore to hinder progress. They would also 
understand that nothing could be done without capital, and that as 
this was only another word for savings, it would be foolish to dis- 
courage people who saved. Finally, they would realize that the man 
who could make good use of labour and capital instead of wasting 
them was worth looking after; and that the way to make a country 
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richer was to reward the men who knew how to create new wealth, 
instead of treating them as if they had been caught robbing the till. 

Unfortunately these things are not always understood today. 
“The facts of our economic life are known to the leaders of the trade 
union movement, and the policy of the Trades Union Congress is that 
anything that needs to be said to trade unionists about the economic 
system should be, and is, said by the movements’ own leaders.”* 
They say some remarkable things. At the annual conference of the 
Trades Union Congress in September 1958, Mr. Ernest Jones, Presi- 
dent of the National Union of Mine Workers made “a spirited protest 
against the declining use of coal”, and demanded that the government 
should take immediate steps to stop the conversion of power stations 
to the use of oil. The Council agreed with him and the vote against 
progress was duly passed. 

The return of sound money might well mark the beginning of 
the new era for which we are waiting, the Second Elizabethan Age. 
It will be remembered that the first one began when a debased and 
fraudulent coinage was replaced by honest money which kept its 
value. It enabled England to become a pillar of strength and an 
inspiration to the free world. What we need today is the spectacle of 
a country where private enterprise, or capitalism, was delivering the 
goods, not only in maximum quantities, but in the infinite variety that 
only private enterprise can give us. “The political health of a demo- 
cracy is tied up in a crucial way with the successful maintenance of 
stable high employment and living opportunities. It is not too much 
to say that the widespread creation of dictatorships and the resulting 
World War II stemmed in no small measure from the world’s failure 
to meet this basic economic problem adequately. Our world is still 
on trial”.t It certainly is. The first industrial revolution began in 
Britain. If before the second one overwhelms us we can prove that 
the problem of distribution can be solved without sacrificing freedom 
it may again be said of us that we saved the world by our example. 

* Sir Thomas Williamson in The Times, November 4th, 1957. 
t Professor Samuelson: Op. Cit. 
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Even the free world seems to take it for granted that depressions 
are caused by capitalism. We read for instance of “the epidemic of 
bank failures that created fear and crisis and that almost brought the 
capitalistic system to an end.”* Yet the facts show that it was not 
capitalism that caused the trouble, but bad money. History proves 
that, whenever there was good money, capitalism never failed to pro- 
duce a high degree of prosperity, and sometimes a golden age. It 
would be tragic if a system which has worked so well and for so long 
should be condemned because the monetary system which was im- 
posed upon it nad let it down. It is too late to put things right when 
the wrong man has been hanged. In communist countries there can 
be no second thoughts. 

Mr. Macmillan has been speaking again. “On the one hand lay 
the danger of deflation and not making the most of the nation’s 
resources, On the other hand there was the danger of inflation, which 
meant a loss of markets, a disappearance of reserves, first in a trickle, 
then a flood, and apart from all these external dangers the danger of 
grave social distress at home, and perhaps if that was allowed to go 
too far, mass unemployment at home. It was along that narrow path 
between these two sets of difficulties that any government had to find 
their way. The medieval alchemists sought the philosopher’s stone, 
the modern economist sought equilibrium. But equilibrium was hard 
to reach except perhaps in the grave, and then indeed the forces of 
production and consumption were in perfect balance.” 

But why does Mr. Macmillan compare the medieval alchemist 
seeking the philosopher’s stone to the modern economist seeking 
equilibrium? For while the first was seeking something which had 
never existed—something which the laws of nature would not allow 
to exist—the second was seeking a thing which the world has seen, 
not once, but many times. For no natural law is broken when pro- 
duction and consumption are in balance; it would be nearer the truth 
to say that they are only out of balance when such a law has been 
broken. History provides many examples of economies in which this 
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balance was maintained without serious interruption over long periods, 
but it also showed very clearly that this only happened when certain 
conditions had been fulfilled. The first and most important of these 
is that money should always be left absolutely free to perform its 
primary task of acting as a medium of exchange, and that it should 
never be diverted from this task in order to earn a profit for those 
who issued it. 

But are we fulfilling this condition? Frankly, we are not. The 
banks who now issue the greater part of our money are not primarily 
concerned to supply the country with a medium of exchange; they 
issue money in order to make a profit out of it, and if it were not 
for the profit there is not the slightest reason to believe that they 
would ever have undertaken the task of issuing it. 

Before we despair, like Mr. Macmillan, of reaching a state of 
equilibrium this side of the grave, would it not be wise to pause and 
ask ourselves honestly whether we are really doing everything in our 
power to bring it about? Are we in fact absolutely certain that our 
monetary system is the best that could be devised to produce this 
result? Would it not perhaps be possible to construct a better one? 
It may help us to remember the words of another Prime Minister, 
Sir Robert Peel, when Ricardo’s plan had been laid before him. He 
wrote: “If we were about to establish in a new state of society a new 
system of currency it would be very difficult to contest theoretically 
the principles on which this plan is founded or the equity of the 
practical application of them”. Ricardo’s plan is still there, waiting 
for us to use it. 

It is, frankly, futile to complain that equilibrium is unobtainable 
while we persist in our refusal to fulfil the only conditions on which 
it can be achieved, and maintain a monetary system with a built-in 
bias towards inflation. This bias is the root cause of our monetary 
troubles; the inflation which it produces is only the effect. At present 
we are concentrating on the effect while we leave the cause untouched. 
We try to correct the inflation by tilting the economy the other way, 
and when deflation appears we tilt it back again. Thus the economy 
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is always being tilted one way or the other and there is no 
equilibrium. 

Moreover, when we tilt the economy away from inflation we do 
it in a way that is certain to cause the maximum damage to our indus- 
tries. For instead of gradually reducing the flow of money, what we 
do is to raise the rate of interest and thus increase the cost of borrow- 
ing it. As the Radcliffe Report emphasizes so strongly, those who 
have the greatest need to borrow—those who are “most exposed to 
the state of financial markets” are “those parts of British industry 
that are growing most rapidly, which include many of the ‘progressive 
elements’”. They are in fact the very parts on which our future 
prosperity depends. It would be better, surely, to find some way to 
reduce the supply of money other than by raising the cost of the 
loans which progressive industries need for their expansion? 

When we wish to reduce the supply of water we find no difficulty 
in doing it; we turn down the tap. Our future would certainly look 
brighter if we were able to reduce the supply of money in the same 
way. But unfortunately we have allowed the control of the tap to 
pass into other hands; we have relinquished the right to issue our 
own money. But this is the inalienable right of every sovereign state; 
we were wrong to allow it to be taken from us, and we should lose 
no time in reclaiming it. 

The damage which we have inflicted on our more progressive 
industries is now being reflected in our export figures, and if the fall 
in them continues for much longer we will find ourselves in serious 
trouble. But if it continues we will only have ourselves to blame; if 
we allowed our industries to expand without constant interference 
and restrictions we would soon recover the ground we have lost. All 
that we need is a period of equilibrium. And we can have it as soon 
as we fulfil the necessary conditions, But not before, 
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Every man and woman each day is concerned 
with earning money and spending money, Money 
influences the career which a man adopts. lt 
probably decides the kind of house in which he 
will live and even affects the choice of the next 
birthday present for his child. 


In spite of the fact that money plays so im- 
portant a part in all of our activities there is very 
little understanding of how money comes into 
existence or who has the power to create it. 


Money has rapidly declined in value since the 
beginning of the Century, and we have seen 
great industries wilt and their employees thrown 
out of work because there was not enough money 
to buy their products. 


This book is of value because it throws light 
on some aspects of the nature and origin of money 
and by treating the matter in plain English it will 
help to strip away some of the mystery which has 
concealed simple facts. The outstanding quality 
of the work is that it is readable. 
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